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INTRODUCTION

This pamphlet,! prepared by the staff of the Joint Committee on
Taxation (“Joint Committee staff”’), provides a description and anal-
ysis of the revenue provisions contained in the President's Fiscal
Year 2000 Budget proposal, as submitted to the Congress on Feb-
ruary 1, 1999.2 The pamphlet generally follows the order of the
proposals as included in the Department of the Treasury's expla-
nation.3 For the revenue provisions, there is a description of
present law and the proposal (including effective date), a reference
to any recent prior legislative action or budget proposal submission,
and analysis of issues related to the proposal.

This pamphlet does not contain a description of certain proposed
user fees (other than the proposed user fees associated with the fi-
nancing of the Airport and Airway Trust Fund and the Harbor
Maintenance Trust Fund) or other fees included in the President’s
Fiscal Year 2000 Budget.# Also, this pamphlet does not contain a
description of the Social Security and Universal Savings Account
Provisions of the President’s Fiscal Year 2000 Budget.>

1This pamphlet may be cited as follows: Joint Committee on Taxation, Description of Revenue
Provisions Contained in the President’s Fiscal Year 2000 Budget Proposal (JCS-1-99), February
22, 1999.

2See Office of Management and Budget, Budget of the United States Government, Fiscal Year
2000: Analytical Perspectives (H. Doc. 106-3, Vol. I11), pp. 47-92.

3See Department of the Treasury, General Explanations of the Administration’s Revenue Pro-
posals, February 1999.

4See Budget of the United States Government, Fiscal Year 2000: Analytical Perspectives, pp.
93-104.

5See Budget of the United States Government, Fiscal Year 2000 (H. Doc. 106-3, Vol. 1), pp.
35-41 and 253-255.
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I. PROVISIONS REDUCING REVENUES

A. Health Care Tax Provisions
1. Long-term care tax credit

Present Law

Present law contains a number of provisions relating to tax-
payers with a disabled family member or with long-term care
needs. A taxpayer can receive a child and dependent care tax credit
for expenses incurred to care for a disabled spouse or dependent so
the taxpayer can work. A low-income working taxpayer can qualify
for the earned income tax credit if he or she resides with a disabled
child (of any age). A taxpayer who itemizes can deduct expenses for
qualified long-term care services or insurance if he or she is chron-
ically ill or such expenses were incurred on behalf of a chronically
ill spouse or dependent, provided that such expenses, together with
other medical expenses of the taxpayer, exceed 7.5 percent of ad-
justed gross income (“AGI”). An additional standard deduction is
available for taxpayers who do not itemize deductions if they (or
their spouse) are over age 65 and/or blind. A credit is available for
certain low income taxpayers who are elderly or disabled. The im-
pairment-related work expenses of a handicapped individual are
classified as a miscellaneous itemized deduction not subject to the
2-percent floor.

To qualify as a dependent under present law, an individual must:
(1) be a specified relative or member of the taxpayer's household;
(2) be a citizen or resident of the U.S. or resident of Canada or
Mexico; (3) not be required to file a joint tax return with his or her
spouse; (4) have gross income below the dependent exemption
amount ($2,750 in 1999) if not the taxpayer’s child; and (5) receive
over half of his or her support from the taxpayer. If no one person
contributes over half the support of an individual, the taxpayer is
treated as meeting the support requirement if: (a) over half the
support is received from persons each of whom, but for the fact
that he or she did not provide over half such support, could claim
the individual as a dependent; (b) the taxpayer contributes over 10
percent of such support; and (c) the other caregivers who provide
over 10 percent of the support file written declarations stating that
they will not claim the individual as a dependent.

Description of Proposal

A taxpayer would be allowed to claim a $1,000 credit if he or she
has long-term care needs. A taxpayer also would be allowed to
claim the credit with respect to a spouse or each qualifying depend-
ent who has long-term care needs. The credit (aggregated with the
child credit and the proposed disabled worker credit) would be

@)



3

phased out for taxpayers with modified AGI above certain thresh-
olds. Under the proposal, the sum of the otherwise allowable
present-law child credit, the proposed disabled workers credit, and
the proposed long-term care credit would be phased out at a rate
of $50 for each $1,000 (or fraction thereof) of modified AGI above
the threshold amount. Modified AGI and the threshold amounts
would be the same as under the present-law phaseout of the child
tax credit. Thus, modified AGI would be AGI plus the amount oth-
erwise excluded from gross income under Code sections 911, 931,
or 933 (relating to the exclusion of income of U.S. citizens or resi-
dents living abroad; residents of Guam, American Samoa, and the
Northern Mariana Islands; and residents of Puerto Rico, respec-
tively). The threshold amount would be $110,000 for married indi-
viduals filing a joint return, $75,000 for unmarried taxpayers, and
$55,000 for married taxpayers filing separate returns. These
threshold amounts would not be indexed for inflation. An individ-
ual may be able to claim both this credit and the proposed disabled
workers tax credit.

For purposes of the proposed tax credit only, the definition of a
dependent would be modified in two ways. First, the gross income
threshold would increase to the sum of the personal exemption
amount, the standard deduction, and the additional deduction for
the elderly and blind (if applicable). In 1999, the gross income
threshold would generally be $7,050 for a non-elderly single de-
pendent and $8,100 for an elderly single dependent.

Second, the present-law support test would be deemed to be met
if the taxpayer and an individual with long-term care needs reside
together for a specified period. The length of the specified period
would depend on the relationship between the taxpayer and the in-
dividual with long-term care needs. The specified period would be
over half the year if the individual is the parent (including step-
parents and in-laws), or ancestor of the parent, or child, or de-
scendant of the child, of the taxpayer. Otherwise, the specified pe-
riod would be the full year. If more than one taxpayer resides with
the person with long-term care needs and would be eligible to claim
the credit for that person, then those taxpayers generally must des-
ignate the taxpayer who will claim the credit. If the taxpayers fail
to do so or if they are married to each other and filing separate re-
turns, then only the taxpayer with the highest AGI would be eligi-
ble to claim the credit.

An individual age 6 or older would be considered to have long-
term care needs if he or she were certified by a licensed physician
(prior to the filing of a return claiming the credit) as being unable
for at least 6 months to perform at least 3 activities of daily living
(*ADLs") without substantial assistance from another individual,
due to a loss of functional capacity (including individuals born with
a condition that is comparable to a loss of functional capacity).6 As
under the present-law rules relating to long-term care, ADLs would
be eating, toileting, transferring, bathing, dressing, and continence.
Substantial assistance would include both hands-on assistance
(that is, the physical assistance of another person without which

6 A portion of the period certified by the physician would have to occur within the taxable year
for which the credit is claimed. After the initial certification, individuals would have to be recer-
tified by their physician within 3 years or such other period as the Secretary prescribes.
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the individual would be unable to perform the ADL) and stand-by
assistance (that is, the presence of another person within arm'’s
reach of the individual that is necessary to prevent, by physical
intervention, injury to the individual when performing the ADL).

As an alternative to the 3-ADL test described above, an individ-
ual would be considered to have long-term care needs if he or she
were certified by a licensed physician as (a) requiring substantial
supervision for at least 6 months to be protected from threats to
health and safety due to severe cognitive impairment and (b) being
unable for at least 6 months to perform at least one or more ADLS
or to engage in age appropriate activities as determined under reg-
ulations prescribed by the Secretary of the Treasury in consultation
with the Secretary of Health and Human Services.

A child between the ages of 2 and 6 would be considered to have
long-term care needs if he or she were certified by a licensed physi-
cian as requiring substantial assistance for at least 6 months with
at least 2 of the following activities: eating, transferring, and mo-
bility. A child under the age of 2 would be considered to have long-
term care needs if he or she were certified by a licensed doctor as
requiring for at least 6 months specific durable medical equipment
(for example, a respirator) by reason of a severe health condition
or requiring a skilled practitioner trained to address the child's
condition when the parents are absent. The Department of the
Treasury and the Department of Health and Human Services
would be directed to report to Congress within 5 years of the date
of enactment on the effectiveness of the definition of disability for
children and recommend, if necessary, modifications to the defini-
tion.

The taxpayer would be required to provide a correct taxpayer
identification number for the individual with long-term care needs,
as well as a correct physician identification number (e.g., the
Unique Physician Identification Number that is currently required
for Medicare billing) for the certifying physician. Failure to provide
correct taxpayer and physician identification numbers would be
subject to the mathematical error rule. Under that rule, the IRS
may summarily assess additonal tax due without sending the indi-
vidual a notice of deficiency and giving the taxpayer an opportunity
to petition the Tax Court. Further, the taxpayer could be required
to provide other proof of the existence of long-term care needs in
such form and manner, and at such times, as the Secretary re-
quires.

The long-term care credit would generally be nonrefundable,
which means that the credit generally would be allowed only to the
extent that the individual’s regular tax liability exceeds the indi-
vidual's tentative minimum tax, determined without regard to the
alternative minimum tax foreign tax credit (the “tax liability limi-
tation”). However, the credit would be coordinated with the
present-law child credit and the proposed disabled workers credit
so that the credits would be refundable for a taxpayer claiming
three or more credit amounts under the credits. More than one
credit amount could be attributable to a single individual. For ex-
ample, a disabled worker with long-term care needs would have
two credit amounts, a disabled workers credit and a long-term care
credit. Similarly, a taxpayer with two children under age 17, one
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of whom has long-term care needs, would have three credit
amounts: two child credit amounts and one long-term care credit
amount. As under the present-law child credit, the amount of re-
fundable credit would be the amount that the nonrefundable per-
sonal credits would increase if the tax liability limitation were in-
creased by the excess of the taxpayer’'s social security taxes over
the taxpayer’s earned income credit (if any).

Effective Date

The proposal would be effective for taxable years beginning after
December 31, 1999.

Prior Action
No prior action.

Analysis

The proposal is intended to provide assistance to individuals who
have long-term care needs or who care for others with such needs.
Those in favor of the proposal argue that the credit is appropriate
because such individuals have additional costs and do not have the
same ability to pay as other taxpayers. Some also argue that the
present-law favorable tax treatment for long-term care services and
expenses are not sufficient to provide relief to all individuals with
long-term care needs. For example, present-law does not provide
relief for family members who provide care for an individual with
long-term care needs because they cannot afford to hire assistance.
Present-law also provides relief only to individuals with substantial
expenses (i.e., in excess of the 7.5 percent of AGI threshold).

Some argue that the proposal should be expanded to apply to
long-term care insurance expenses, even if the taxpayer currently
does not have long-term care needs, in order to make more long-
term care insurance more affordable.

On the other hand, some argue that the proposal is unfair to tax-
payers not eligible for the credit who also might have reduced abil-
ity to pay. For example, the credit would not be available for indi-
viduals who have significant medical expenses during a year due
to an illness that does not qualify the individual for the credit. As
another example, the credit would not apply to individuals with ex-
traordinary losses, such as the destruction of a home. Some argue
that the present-law tax benefits for long-term care expenses and
insurance already provide sufficient benefits for individuals with
long-term care needs.

The proposal would create new complexities in the Code. Tax-
payers would need to keep records to demonstrate eligibility for the
credit. In addition, the provision could cause confusion among some
taxpayers because it modifies for credit purposes only the depend-
ency tests used elsewhere in the Code.

It could further be argued that phaseouts are inequitable because
they increase marginal tax rates for taxpayers in the phaseout
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range.” On the other hand, it could be argued that a phaseout is
needed if the proposal is to be targeted to individuals with limited
ability to pay.

2. Disabled workers tax credit

Present Law

Tax credit for elderly and disabled individuals

Certain low-income individuals who are age 65 or older may
claim a nonrefundable income tax credit. The credit also is avail-
able to an individual, regardless of age, who is retired on disability
and who was permanently and totally disabled at retirement. For
this purpose, an individual is considered permanently and totally
disabled if he or she is unable to engage in any substantial gainful
activity by reason of any medically determinable physical or mental
impairment that can be expected to result in death, or that has
lasted or can be expected to last for a continuous period of not less
than 12 months. The individual must furnish proof of disability to
the Internal Revenue Service (“IRS”). The maximum credit is $750
for unmarried elderly or disabled individuals and for married cou-
ples filing a joint return if only one spouse is eligible; $1,125 for
married couples filing a joint return with both spouses eligible; or
$562.50 each, for married couples with both spouses eligible who
are filing separate returns. The credit is phased out for individuals
with middle- and higher-income levels.

Deduction for impairment-related work expenses

Under present law, the impairment-related work expenses of a
handicapped individual are classified as miscellaneous itemized de-
ductions not subject to the two-percent adjusted gross income
(“*AGI") floor. Impairment-related work expenses are expenses for
attendant care services at an individual’s place of employment and
other expenses (but not depreciation expenses) in connection with
such place of employment which are necessary for the individual to
work and which are deductible as a necessary business expense.
For purposes of this deduction, a handicapped individual is some-
one with a physical or mental disability which results in a func-
tional limitation to employment, or who has any physical or mental
impairment which substantially limits at least one major life activ-
ity.

Description of Proposal

In general

The proposal would provide a tax credit to disabled individuals,
not to exceed the lesser of $1,000 or the individual’'s earned income
for the taxable year. The credit (aggregated with the child credit
and the proposed long-term care credit) would be phased out for
taxpayers with modified AGI above certain thresholds. Under the
proposal, the sum of the otherwise allowable present-law child tax
credit, the proposed disabled workers credit, and the proposed long-

7For a more complete discussion of these issues, see Joint Committee on Taxation, Present
Law and Analysis Relating to Individual Effective Marginal Tax Rates (JCS-3-98), February
3, 1998.
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term care credit would be phased out at a rate of $50 for every
$1,000 (or fraction thereof) of modified AGI above the threshold
amount. Modified AGI and the threshold amounts would be the
same as under the present-law phaseout of the child tax credit.
Thus, modified AGI would be AGI plus the amount otherwise ex-
cluded from gross income under Code sections 911, 931, or 933 (re-
lating to the exclusion of income of U.S. citizens or residents living
abroad; residents of Guam, American Samoa, and the Northern
Mariana lIslands; and residents of Puerto Rico, respectively). The
threshold amount would be $110,000 for married individuals filing
a joint return, $75,000 for unmarried taxpayers, and $55,000 for
married individuals filing separately. These threshold amounts
would not be indexed for inflation. An individual may be able to
claim both this credit and the proposed long-term care credit.

Disability rules

An individual would qualify as a disabled individual if the indi-
vidual is certified by a licensed physician as being unable for a pe-
riod of at least one year to perform at least one activity of daily
living (“ADL") without substantial assistance from another person,
due to a loss of functional capacity. As under the present-law rules
relating to long-term care, ADLs would be eating, toileting, trans-
ferring, bathing, dressing, and continence. Substantial assistance
would include both hands-on assistance (that is, the physical as-
sistance of another person without which the individual would be
unable to perform the ADL) and stand-by assistance (that is, the
presence of another person within arm’s reach of the individual
that is necessary to prevent, by physical intervention, injury to the
individual when performing the ADL). The initial certification by
a licensed physician would be required prior to the filing of the tax
return in which the individual initially claims the disabled workers
credit. A portion of the period certified by the physician would have
to occur within the taxable year for which the credit is claimed.
After the initial certification, the individual would have to be recer-
tified by a licensed physician every three years or such other period
as the Secretary prescribes.

The individual would be required to provide a correct physician
identification number (e.g., the Unique Physician Identification
Number that is currently required for Medicare billing) for the phy-
sician making the certification. Failure to provide a correct physi-
cian identification number would be subject to the mathematical
error rule (sec. 6213). Under that rule, the IRS may summarily as-
sess additional tax due without sending the individual a notice of
deficiency and giving the taxpayer an opportunity to petition the
Tax Court. The taxpayer could be required to provide other proof
of the existence of disability in such form and manner, and at such
times, as the Secretary requires.

Tax liability limitation; refundable credits

The disabled workers credit would generally be nonrefundable,
which means that the credit generally would be allowed only to the
extent that the individual's regular tax liability exceeds the indi-
vidual's tentative minimum tax, determined without regard to the
alternative minimum tax foreign tax credit (the “tax liability limi-
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tation”). However, the credit would be coordinated with the
present-law child credit and the proposed long-term care credit so
that the credits would be refundable for a taxpayer claiming three
or more credit amounts under the credits. More than one credit
amount could be attributable to a single individual. For example,
a disabled worker with long-term care needs would have two credit
amounts, a disabled workers credit and a long-term care credit.
Similarly, a taxpayer with two children under age 17, one of whom
has long-term care needs, would have three credit amounts: two
child care credit amounts and one long-term care credit amount. As
under the present-law child credit, the amount of refundable credit
would be the amount that the nonrefundable personal credits
would increase if the tax liability limitation were increased by the
excess of the taxpayer’s social security taxes over the taxpayer's
earned income credit (if any).

Effective Date

The proposal would be effective for taxable years beginning after
December 31, 1999.

Prior Action
No prior action.

Analysis

Proponents of the proposal argue that a disabled worker’s ability
to pay tax may be limited compared to an identical worker who is
not disabled, because the disabled worker incurs additional costs in
order to work and earn income. The proposal, however, allows dis-
abled workers to claim the credit regardless of whether they actu-
ally incur any such additional expenses. If the purpose of the pro-
posal is to subsidize these additional expenses, it may be more effi-
cient to condition the credit on the worker actually incurring the
expenses. This, however, would entail more record keeping.

Proponents of the proposed credit argue that it is intended to
provide a tax benefit for lower and middle income disabled tax-
payers. While present law provides some relief to such taxpayers,
it is argued that some disabled taxpayers may not benefit from the
present-law provisions because they have insufficient expenses to
benefit from itemizing deductions, have expenses that do not qual-
ify under present law, or rely on unpaid assistance. Opponents re-
spond that the present-law benefits are sufficient. They also argue
that the proposal is poorly targeted. For example, it does not pro-
vide relief to other individuals who have reduced ability to pay,
such as individuals with significant medical expenses.

Some argue that it is appropriate to extend the credit to all dis-
abled taxpayers, irrespective of their earned income or AGI. A tax-
payer’'s ability to pay tax is reduced by the costs of being disabled
regardless of the taxpayer’'s income level. Nevertheless, it could be
said that additional costs associated with disability reduce a high-
er-income taxpayer's ability to pay tax proportionately less than
the same amount of costs reduce a lower-income taxpayer’s ability
to pay.
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The proposal also may be criticized for increasing the effective
marginal tax rates with their inherent efficiency, equity, and com-
plexity questions for taxpayers in the phase-out ranges.8 Pro-
ponents may respond, however, that phase-outs are necessary to
appropriately target the benefits of the proposal to lower- and mid-
dle-income taxpayers. Others may argue that the proposal is in-
equitable, because it gives a $1,000 tax credit to a disabled worker
with a modified AGI of $100,000 who files a joint return, but no
tax credit to an unmarried worker with an equivalent modified
AGI.

Another issue presented by the proposal is its efficiency. For ex-
ample, a direct expenditure program could be designed to subsidize
all disabled workers, even if the disabled workers had no tax liabil-
ity. Such an approach would provide a benefit to a broader category
of disabled workers than the tax credit structure of the proposal,
because some workers are not eligible for the refundable credit
under the proposal. It could also be argued that the refundable as-
pect of the credit adds complexity to the tax law. One response to
this criticism is that the present-law child tax credit has similar
rules, which may already be familiar to taxpayers and tax practi-
tioners. Finally, some might question whether the IRS is the gov-
ernment agency best suited to the responsibility for verifying the
disability of each worker and the identification numbers of each
physician making disability certifications.

3. Provide tax relief for small business health plans

Present Law

Under present law, the tax treatment of health insurance ex-
penses depends on the individual circumstances. Employer con-
tributions toward employee accident or health insurance are gen-
erally deductible by employers and excludable from income and
wages by employees. An individual who itemizes may deduct his or
her health insurance premiums to the extent that such premiums,
together with the individual's other medical expenses exceed 7.5
percent of the individual's AGI.

A self-employed individual may deduct a percentage of premiums
for health insurance covering the individual and his or her spouse
and dependents, but only if the individual is not eligible to partici-
pate in a subsidized health plan maintained by any employer of the
individual or the individual’'s spouse. The deduction is limited by
the self-employed individual’'s earned income derived from the rel-
evant trade or business. The deduction is equal to 60 percent of
health insurance expenses for 1999-2000, 70 percent for 2002, and
100 percent for 2003 and thereafter.

A multiple employer welfare arrangement (“MEWA”) is an em-
ployee benefit plan or other arrangement that provides medical or
certain other benefits to employees of two or more employers.
MEWAs are generally subject to applicable State insurance laws,
including provisions of State insurance law that generally comply
with requirements imposed on insurance issuers under the Health

8For a more complete discussion of these issues, see Joint Committee on Taxation, Present
Law and Analysis Relating to Individual Effective Marginal Tax Rates (JCS-3-98), February
3, 1998.



10

Insurance Portability and Accountability Act of 1996 (“HIPAA™)
and other Federal laws. MEWAs (whether or not funded through
insurance) are also regulated under the Employee Retirement In-
come Security Act of 1974, as amended (“ERISA”) with respect to
reporting, disclosure, fiduciary, and claims procedures.

Private foundation grants (including loans) must be used by the
recipient for charitable purposes. To ensure that foundation grants
are used for the intended charitable purpose, so-called “expenditure
responsibility” requirements apply whenever such grants are made
to noncharitable organizations for exclusively charitable purposes.
These requirements involve certain recordkeeping and reporting re-
quirements. Among other things, there must be a written agree-
ment between the foundation and the grantee that specifies clearly
how the grant funds will be expended, the grantee’s books and
records must account separately for the grant funds, and the grant-
ee must report annually to the foundation on the use of the grant
funds and the progress made in accomplishing the purposes of the
grant.

Description of Proposal

In general

The proposal has two parts. First, it would provide that a grant
or loan made by a private foundation to a qualified health purchas-
ing coalition (“qualified coalition”) would be treated as a grant or
loan made for charitable purposes. Second, it would create a new
income tax credit for the purchase of certain health insurance
through a qualified coalition by small businesses that currently do
not provide health insurance to their employees. Both provisions
would be temporary.

Foundation grants to qualified health benefit purchasing
coalitions

Under the proposal, any grant or loan made by a private founda-
tion to a qualified coalition to support the coalition’s initial operat-
ing expenses would be treated as a grant or loan made for chari-
table purposes. As with any other grant or loan to a noncharitable
organization for exclusively charitable purposes, private founda-
tions would be required to comply with the “expenditure respon-
sibility” recordkeeping and reporting requirements under present
law.

Initial operating expenses of a qualified coalition would include
all ordinary and necessary expenses incurred in connection with
the establishment of the qualified coalition and its initial oper-
ations, including the payment of reasonable compensation for serv-
ices provided to the qualified coalition and rental payments. In ad-
dition, initial operating expenses would include the cost of tangible
personal property purchased by the qualified coalition for its own
use. Initial operating expenses would not include (1) the purchase
of real property, (2) any payment made to, or for the benefit of,
members (or employees or affiliates of members) of the qualified co-
alition, such as any payment of insurance premiums on policies in-
suring members (or their employees or affiliates), or (3) any ex-
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pense incurred more than 24 months after the date of formation of
the qualified coalition.

Small business health plan tax credit

The proposal also would create a temporary tax credit for small
businesses that purchase employee health insurance through quali-
fied coalitions. The credit would be available to employers with at
least 2, but not more than 50, employees, counting only employees
with annual compensation (including 401(k) and SIMPLE employer
contributions) of at least $10,000 in the prior calendar year. Eligi-
ble employers could not have had an employee health plan during
any part of 1997 or 1998. The credit would be available only with
respect to insurance purchased through a qualified coalition. The
credit would equal 10 percent of employer contributions to em-
ployee health plans. The maximum credit amount per policy would
be $200 per year for individual coverage and $500 per year for fam-
ily coverage (to be ratably reduced if coverage is provided for less
than 12 months during the employer's taxable year). The credit
would be allowed to a qualifying small employer only with respect
to contributions made during the first 24 months that the employer
purchases health insurance through a qualified coalition. For em-
ployers that begin to purchase health insurance in 1999, this 24-
month limit would not include months beginning before January 1,
2000. As a condition of qualifying for the credit, employers would
need to cover at least 70 percent of those workers who have com-
pensation (including 401(k) and SIMPLE employer contributions) of
at least $10,000 and who are not covered elsewhere by an employer
health plan.® A self-employed individual who is eligible to take a
deduction for health insurance premiums would not be allowed to
include any of the premiums eligible for the deduction in the cal-
culation of the credit amount. The small business health plan cred-
it would be treated as a component of the general business credit,
and would be subject to the limitations of that credit. The amount
of the credit would reduce the employer’s deduction for employee
health care expenses.

Requirements imposed on qualified health benefit purchas-
ing coalitions

A qualified coalition would be required to operate on a non-profit
basis and to be formed as a separate legal entity whose objective
is to negotiate with health insurers for the purpose of providing
health insurance benefits to the employees of its small business
members. A qualified coalition would be authorized to collect and
distribute health insurance premiums and provide related adminis-
trative services. It would need to be certified annually by an appro-
priate State or Federal agency as being in compliance with the fol-
lowing requirements. Its board would be required to have both em-
ployer and employee representatives of its small business members,
but could not include service providers, health insurers, insurance
agents or brokers, and others who might have a conflict of interest
with the coalition’s objectives. The qualified coalition could not bear
insurance or financial risk, or perform any activity relating to the

9This rule applies whether or not the plan is subsidized by the employer.
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licensing of health plan issuers. Where feasible, the coalition would
have to enter into agreements with three or more unaffiliated, li-
censed health plans, and would be required to offer at least one
open enrollment period per calendar year. The qualified coalition
would have to service a significant geographic area, but would not
be required to cross State boundaries. It would be required to ac-
cept as members all eligible employers on a first-come, first-served
basis, and would need to market its services to all eligible employ-
ers within its designated area. An eligible employer would be de-
fined as any small employer, as defined under HIPAA (generally,
businesses that employ an average of at least 2, but not more than
50, employees).

Qualified coalitions would be subject to HIPAA and other Federal
health laws, including participant nondiscrimination rules and pro-
visions applicable to MEWAs under ERISA and the Code. Thus, co-
alition health plans could not discriminate against any individual
participant as regards enrollment eligibility or premiums on the
basis of his or her health status or claims experience. In addition,
employers would have guaranteed renewability of health plan ac-
cess. Health plans sold through qualified coalitions would also be
required to meet State laws concerning health insurance premiums
and minimum benefits. State “fictitious group” laws would be pre-
empted, and States would be required to permit an insurer to re-
duce premiums negotiated with a qualified coalition in order to re-
flect administrative and other cost savings or lower profit margins.
Health plans sold through qualified coalitions would not be consid-
ered to be 10-or-more employer plans for purposes of the welfare
benefit fund rules. Accordingly, participating employers would be
subject to the welfare benefit fund contribution limits.

Effective Date

The proposal would be effective for taxable years beginning after
December 31, 1999. The special foundation rule would apply to
grants and loans made prior to January 1, 2004, for initial operat-
ing expenses incurred prior to January 1, 2006. The small business
tax credit would be available only for health plans established be-
fore January 1, 2004. No carrybacks of the credit would be allowed
to taxable years beginning before January 1, 2000.

Analysis

The proposal is intended to encourage small employers to pur-
chase health insurance for their employees. Health insurance cov-
erage of employees of small businesses is significantly lower than
that of larger employers. One possible reason for this lower cov-
erage is that the costs of setting up and operating health plans in
the current small business insurance market can be higher than
those for larger employers. Consequently, small employers may pay
more for similar employee health insurance benefits than do larger
employers. In addition, insurance companies may need a minimum
number of covered employees in order to be able to provide insur-
ance to a group. This makes it difficult for small employers to offer
multiple health plans to their employees. Most small businesses
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that offer health insurance benefits do not provide their workers
with a choice of health plans.

Providing a tax credit for the purchase of health insurance may
lead to larger expenditures on health insurance than might other-
wise be the case. This extra incentive for health insurance may be
desirable if some of the benefits of an individual’'s having health in-
surance accrue to society at large (e.g., through a healthier, more
productive workforce, or a reduction in health expenditures for un-
insured individuals). In that case, absent the subsidy, individuals
would underinvest in health insurance (relative to the socially de-
sirable level) because they would not take into account the benefits
that others receive. To the extent that expenditures on health in-
surance represent purely personal consumption, a subsidy would
lead to overconsumption of health insurance.

Health benefit purchasing coalitions pool employer workforces,
negotiate with insurers over health plan benefits and premiums,
provide comparative information about available health plans to
participating employees, and may administer premium payments
made by employers and their participating employees. Such coali-
tions may provide an opportunity for small employers to purchase
health insurance for their workers at reduced cost and to offer a
greater choice of health plans than is currently available to employ-
ees of small businesses. However, some small businesses that want
to take advantage of the credit may not be able to do so because
qualified coalitions may not operate in all areas, or may operate
differently in some areas than others.

It is unclear whether coalitions will operate as intended. Under
present law, in some cases MEWAs have proved unsuccessful in re-
ducing costs, and have in some cases failed to provide the promised
coverage. In some cases this has been due to fraud, while in other
cases simply to mismanagement. The requirements imposed on
purchasing coalitions under the proposal may reduce the likelihood
of such occurrences under the proposal.

Proponents of the proposal relating to private foundations argue
that the formation of health benefit purchasing coalitions has been
hindered by their limited access to capital. Some private founda-
tions have indicated a willingness to fund coalition start-up ex-
penses, however, private foundations are prohibited under the In-
ternal Revenue Code from making grants for other than charitable
purposes. Present law provides no assurance that the funding of
start-up expenses of health benefit purchasing coalitions would
qualify as a ‘“charitable purpose.” Consequently, private founda-
tions are reluctant to make grants to fund coalition start-up ex-
penses.

B. Education Tax Provisions

1. Tax credits for holders of qualified school modernization
bonds and qualified zone academy bonds

Present Law

Tax-exempt bonds

Interest on State and local governmental bonds generally is ex-
cluded from gross income for Federal income tax purposes if the
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proceeds of the bonds are used to finance direct activities of these
governmental units, including the financing of public schools (sec.
103).

Qualified zone academy bonds

As an alternative to traditional tax-exempt bonds, certain States
and local governments are given the authority to issue “qualified
zone academy bonds.” A total of $400 million of qualified zone
academy bonds may be issued in each of 1998 and 1999. The $400
million aggregate bond cap is allocated each year to the States ac-
cording to their respective populations of individuals below the pov-
erty line.10 Each State, in turn, allocates the credit to qualified
zone academies within such State. A State may carry over any un-
used allocation into subsequent years.

Certain financial institutions (i.e., banks, insurance companies,
and corporations actively engaged in the business of lending
money) that hold qualified zone academy bonds are entitled to a
nonrefundable tax credit in an amount equal to a credit rate (set
monthly by Treasury Department regulation at 110 percent of the
applicable federal rate for the month in which the bond is issued)
multiplied by the face amount of the bond (sec. 1397E). The credit
rate applies to all such bonds issued in each month. A taxpayer
holding a qualified zone academy bond on the credit allowance date
(i.e., each one-year anniversary of the issuance of the bond) is enti-
tled to a credit. The credit is includable in gross income (as if it
were a taxable interest payment on the bond), and may be claimed
against regular income tax and AMT liability.

The Treasury Department sets the credit rate each month at a
rate estimated to allow issuance of qualified zone academy bonds
without discount and without interest cost to the issuer. The maxi-
mum term of the bond issued in a given month also is determined
by the Treasury Department, so that the present value of the obli-
gation to repay the bond is 50 percent of the face value of the bond.
Such present value is determined using as a discount rate of the
average annual interest rate of tax-exempt obligations with a term
of 10 years or more issued during the month.

“Qualified zone academy bonds” are defined as any bond issued
by a State or local government, provided that (1) at least 95 per-
cent of the proceeds are used for the purpose of renovating, provid-
ing equipment to, developing course materials for use at, or train-
ing teachers and other school personnel in a “qualified zone acad-
emy” and (2) private entities have promised to contribute to the
qualified zone academy certain equipment, technical assistance or
training, employee services, or other property or services with a
value equal to at least 10 percent of the bond proceeds.

A school is a “qualified zone academy” if (1) the school is a public
school that provides education and training below the college level,
(2) the school operates a special academic program in cooperation
with businesses to enhance the academic curriculum and increase
graduation and employment rates, and (3) either (a) the school is
located in one of the 31 designated empowerment zones or one of

10See Rev. Proc. 98-9, which sets forth the maximum face amount of qualified zone academy
bonds that may be issued for each State during 1998; IRS Proposed Rules (REG-119449-97),
which provides guidance to holders and issuers of qualified zone academy bonds.
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the 95 designated enterprise communities,11 or (b) it is reasonably
expected that at least 35 percent of the students at the school will
be eligible for free or reduced-cost lunches under the school lunch
program established under the National School Lunch Act.

Because 1998 was the first year of the qualified zone academy
bond program, very little of the applicable bond cap has been
issued. According to one report, less than $30 million of the 1998
cap had been issued by November, 1998.12 Accordingly, most of the
1998 allocation was carried forward into 1999.

Description of Proposal

In general

The proposal would authorize the issuance of additional qualified
zone academy bonds and of qualified school modernization bonds.
It also would establish new requirements applicable to qualified
zone academy bonds, qualified school modernization bonds, and so-
called “Better America Bonds” (described in Part 1.D.2., below). All
of these bonds are generally referred to as “tax credit bonds.” The
new requirements would apply to tax credit bonds issued after Jan-
uary 1, 2000.

Rules generally applicable to tax credit bonds

The proposal sets forth certain rules that would apply to any “tax
credit bond” (i.e., qualified zone academy bonds, qualified school
modernization bonds, and so-called “Better America Bonds”).

Similar to the tax benefits available to holders of present-law
qualified zone academy bonds, the holders of tax credit bonds
would receive annual Federal income tax credits in lieu of interest
payments. Because the proposed credits would compensate the
holder for lending money, such credits would be treated as pay-
ments of interest for Federal income tax purposes and, accordingly,
would be included in the holder's gross income and could be
claimed against regular income tax liability and alternative mini-
mum tax liability. As with present-law qualified zone academy
bonds, the “credit rate” for tax credit bonds would be set by the
Secretary of the Treasury so that, on average, such bonds would be
issued without interest, discount, or premium.13 The maximum
term of the tax credit bonds would be 15 years.

11 pursuant to the Omnibus Budget Reconciliation Act of 1993, the Secretaries of the Depart-
ment of Housing and Urban Development and the Department of Agriculture designated a total
of nine empowerment zones and 95 enterprise communities on December 21, 1994 (sec. 1391).
In addition, the Taxpayer Relief Act of 1997 provided for the designation of 22 additional em-
powerment zones (secs. 1391(b)(2) and 1391(g)). Designated empowerment zones and enterprise
communities were required to satisfy certain eligibility criteria, including specified poverty rates
and population and geographic size limitations (sec. 1392). The Code provides special tax incen-
tives for certain business activities conducted in empowerment zones and enterprise commu-
nities (secs. 1394, 1396, and 1397A).

12The Bond Buyer (Nov. 16, 1998).

13To this end, the credit rate would be set equal to a measure of the yield on outstanding
corporate bonds, as specified in Treasury regulations, for the business day prior to the date of
issue. It is anticipated that the credit rate would be set with reference to a corporate AA bond
rate which could be published daily by the Federal Reserve Board or otherwise determined
under Treasury regulations. This measure for setting the credit rate for the tax credit bonds
is different from the measure currently used to set the credit rate for qualified zone academy
bonds.
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Any taxpayer would be able to hold a tax credit bond and thereby
claim the tax credit.14 Treasury would provide regulations regard-
ing the treatment of credits that flow through from a mutual fund
to the holder of mutual fund shares. Unused credits could not be
carried back, but could be carried forward for 5 years. The proposal
would grant regulatory authority to the Treasury to require infor-
mation returns to be provided with respect to holders (including
corporations) that are entitled to credits.

Under the proposal, issuers of tax credit bonds must reasonably
expect, on the date of issue, that 95 percent of the proceeds of the
bonds (including any investment earnings on such proceeds) would
be spent on qualifying purposes within three years. In addition, the
issuer must incur a binding obligation with a third party to spend
at least 10 percent of proceeds of the issue within 6 months of the
date of issue.

During the 3-year period after the date of issue, unexpended pro-
ceeds must be invested only in bank accounts or U.S. Treasury se-
curities with a maturity of three years or less. If the issuer estab-
lished a sinking fund for the repayment of the principal, all sinking
fund assets would be required to be held in State and Local Gov-
ernment Securities (SLGS) issued by the Treasury. Any proceeds of
the bonds (including any investment earnings on those proceeds)
not expended for qualifying purposes at the end of the 3-year pe-
riod would be required to be used to redeem a pro rata portion of
the bonds within 90 days.

Any property financed with tax credit bond proceeds must be
used for a qualifying purpose for at least a 15-year period after the
date of issuance. If the use of a bond-financed facility changes to
a non-qualifying use within that 15-year period, the bonds would
cease to be qualifying bonds and would accrue no further tax cred-
its. Further, the issuer would be required to reimburse the Treas-
ury for all tax credits (including interest) which accrued within
three years of the date of noncompliance. If the issuer failed to
make a full and timely reimbursement of tax credits, the Federal
Government could proceed to collect against current holders of the
bond for any remaining amounts. Similar recapture rules would
apply in the case of violations of other tax-related requirements of
tax credit bonds.

Qualified zone academy bonds

The proposal would authorize the issuance of an additional $1
billion of qualified zone academy bonds in 2000 and $1.4 billion in
2001. As under present law, the aggregate bond cap would be allo-
cated to the States according to their respective populations of indi-
viduals below the poverty line, and States could carry over unused
allocations until the end of the third succeeding year.

The proposal would expand the list of permissible uses of pro-
ceeds of qualified zone academy bonds to include school construc-
tion. In addition, the proposal would clarify that property financed
with the sale proceeds of qualified school zone academy bonds must
be owned by a State or local government.

14 Accordingly, the present-law restriction on eligible holders of qualified zone academy bonds
would not apply to bonds issued after December 31, 1999.
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Qualified school modernization bonds

Under the proposal, State and local governments would be able
to issue “qualified school modernization bonds” to fund the con-
struction, rehabilitation, or repair of public elementary and second-
ary schools.15 Property financed with the sale proceeds of qualified
school modernization bonds would be required to be owned by a
State or local government.

A total of $11 billion of qualified school modernization bonds
could be issued in each of 2000 and 2001, with this amount to be
allocated among the States and certain school districts. One half of
this annual $11 billion cap would be allocated among the 100
school districts with the largest number of children living in pov-
erty and up to 25 additional school districts that the Secretary of
Education determined to be in particular need of assistance.16 The
remaining half of the annual cap would be divided among the
States and Puerto Rico.1”?

An additional $200 million of bonds in each of 2000 and 2001
would be allocated by the Secretary of the Interior for the construc-
tion, rehabilitation, and repair of the Bureau of Indian Affairs-
funded elementary and secondary schools.

Allocated amounts unissued in the year of allocation could be
issued up until the end of the third following year. A qualifying
school district could transfer any unused portion of its allocation to
the State in which it is located at any time prior to that date.

Under the proposal, a bond would be treated as a qualified school
modernization bond only if the following three requirements were
satisfied: (1) the Department of Education approved the moderniza-
tion plan of the State or eligible school district, which plan must
(a) demonstrate that a comprehensive survey had been undertaken
of the construction and renovation needs in the jurisdiction, and (b)
describe how the jurisdiction would assure that bond proceeds were
used as proposed;18 (2) the State or local governmental entity
issuing the bond received an allocation for the bond from the ap-
propriate entity; and (3) at least 95 percent of the bond proceeds
were used to construct, rehabilitate, or repair elementary or sec-
ondary school facilities. In contrast to qualified zone academy
bonds, the proposed qualified school modernization bonds would
not be conditioned on contributions from private businesses.

Effective Date

The proposal would be effective for bonds issued on or after Jan-
uary 1, 2000.

15For this purpose, the term construction includes land upon which a school facility is to be
constructed.

16The cap would be allocated among the school districts and among States based on the
amounts of Federal assistance received under the Basic Grant Formula for Title | of the Ele-
mentary and Secondary Education Act of 1965. This assistance is based primarily upon the
number of low-income children residing in the district, with an adjustment for differences in per-
pupil expenditures. States would not be restricted to using the Title | Basic Grant Formula to
allocate the cap among school districts, but could use any appropriate mechanism.

17 A small portion of the total cap would be set aside for each U.S. possession (other than
Puerto Rico) based on its share of the total U.S. poverty population.

18 Modernization plans for Bureau of Indian Affairs-funded schools would be approved by the
Department of the Interior.
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Prior Action

A similar proposal was included in the President's fiscal year
1999 budget proposal.

Analysis

The Administration’s proposals to expand the allocation for (and
permissible uses of) zone academy bonds and to establish school
modernization bonds would subsidize a portion of the costs of new
investment in public school infrastructure and, in certain qualified
areas, equipment and teacher training. By subsidizing such costs,
it is possible that additional investment will take place relative to
investment that would take place in the absence of the subsidy. If
no additional investment takes place than would otherwise, the
subsidy would merely represent a transfer of funds from the Fed-
eral Government to States and local governments. This would en-
able States and local governments to spend the savings on other
government functions or to reduce taxes.1® In this event, the stated
objective of the proposals would not be achieved.

Though called a tax credit, the Federal subsidy for tax credit
bonds is equivalent to the Federal Government directly paying the
interest on a taxable bond issue on behalf of the State or local gov-
ernment that benefits from the bond proceeds.20 To see this, con-
sider any taxable bond that bears an interest rate of 10 percent.
A thousand dollar bond would thus produce an interest payment of
$100 annually. The owner of the bond that receives this payment
would receive a net payment of $100 less the taxes owed on that
interest. If the taxpayer were in the 28-percent Federal tax brack-
et, such taxpayer would receive $72 after Federal taxes. Regardless
of whether the State government or the Federal Government pays
the interest, the taxpayer receives the same net of tax return of
$72. In the case of tax credit bonds, no formal interest is paid by
the Federal Government. Rather, a tax credit of $100 is allowed to
be taken by the holder of the bond. In general, a $100 tax credit
would be worth $100 to a taxpayer, provided that the taxpayer had
at least $100 in tax liability. However, for tax credit bonds, the
$100 credit also has to be claimed as income. Claiming an addi-
tional $100 in income costs a taxpayer in the 28-percent tax brack-
et an additional $28 in income taxes, payable to the Federal Gov-
ernment. With the $100 tax credit that is ultimately claimed, the
taxpayer nets $72 on the bond. The Federal Government loses $100
on the credit, but recoups $28 of that by the requirement that it
be included in income, for a net cost of $72, which is exactly the
net return to the taxpayer. If the Federal Government had simply
agreed to pay the interest on behalf of the State or local govern-
ment, both the Federal Government and the bondholder/taxpayer

19 Most economic studies have found that when additional funding is made available to local-
ities from outside sources, there is indeed an increase in public spending (this is known as the
“fly-paper” effect, as the funding tends to “stick” where it is applied). The additional spending
is not dollar for dollar, however, implying that there is some reduction of local taxes to offset
the outside funding. See Harvey Rosen, Public Finance, Second Ed., 1988, p. 530 for a discussion
of this issue.

20This is true provided that the taxpayer faces tax liability of at least the amount of the cred-
it. Without sufficient tax liability, the proposed tax credit arrangement would not be as advan-
tageous. Presumably, only taxpayers who anticipate having sufficient tax liability to be offset
by the proposed credit would hold these bonds.
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would be in the same situation. The Federal Government would
make outlays of $100 in interest payments, but would recoup $28
of that in tax receipts, for a net budgetary cost of $72, as before.
Similarly, the bondholder/taxpayer would receive a taxable $100 in
interest, and would owe $28 in taxes, for a net gain of $72, as be-
fore. The State or local government also would be in the same situ-
ation in both cases.

The proposed tax credit regime to subsidize public school invest-
ment raises some questions of administrative efficiencies and tax
complexity. Because potential purchasers of the zone academy
bonds and school modernization bonds must educate themselves as
to whether the bonds qualify for the credit, certain “information
costs” are imposed on the buyer. Additionally, since the determina-
tion as to whether the bond is qualified for the credit ultimately
rests with the Federal Government, further risk is imposed on the
investor. These information costs and other risks serve to increase
the credit rate and hence the costs to the Federal Government for
a given level of support to the zone academies or school moderniza-
tion efforts. For these reasons, and the fact that tax credit bonds
will be less liquid than Treasury Securities, the bonds would bear
a credit rate that is equal to a measure of the yield on outstanding
corporate bonds.2*

The direct payment of interest by the Federal Government on be-
half of States or localities, which was discussed above as being eco-
nomically the equivalent of the credit proposal, would involve less
complexity in administering the income tax, as the interest could
simply be reported as any other taxable interest. Additionally, the
tax credit approach implies that non-taxable entities would not in-
vest in the bonds to assist school investment. In the case of a direct
payment of interest, by contrast, tax-exempt organizations would
be able to enjoy such benefits.

2. Exclusion for employer-provided educational assistance

Present Law

Educational expenses paid by an employer for its employees are
generally deductible to the employer.

Employer-paid educational expenses are excludable from the
gross income and wages of an employee if provided under a section
127 educational assistance plan or if the expenses qualify as a
working condition fringe benefit under section 132. Section 127 pro-
vides an exclusion of $5,250 annually for employer-provided edu-
cational assistance. The exclusion does not apply to graduate
courses. The exclusion for employer-provided educational assistance
expires with respect to courses beginning on or after June 1, 2000.

In order for the exclusion to apply, certain requirements must be
satisfied. The educational assistance must be provided pursuant to
a separate written plan of the employer. The educational assistance
program must not discriminate in favor of highly compensated em-
ployees. In addition, not more than 5 percent of the amounts paid
or incurred by the employer during the year for educational assist-

21The proposed school modernization bonds credit rate would be set by the Secretary of the
Treasury so that, on average, the bonds could be issued without interest, discount, or premium.
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ance under a qualified educational assistance plan can be provided
for the class of individuals consisting of more than 5-percent own-
ers of the employer (and their spouses and dependents).

Educational expenses that do not qualify for the section 127 ex-
clusion may be excludable from income as a working condition
fringe benefit.22 In general, education qualifies as a working condi-
tion fringe benefit if the employee could have deducted the edu-
cation expenses under section 162 if the employee paid for the edu-
cation. In general, education expenses are deductible by an individ-
ual under section 162 if the education (1) maintains or improves a
skill required in a trade or business currently engaged in by the
taxpayer, or (2) meets the express requirements of the taxpayer’s
employer, applicable law or regulations imposed as a condition of
continued employment. However, education expenses are generally
not deductible if they relate to certain minimum educational re-
quirements or to education or training that enables a taxpayer to
begin working in a new trade or business.23

Description of Proposal

The proposal would extend the present-law exclusion for em-
ployer-provided educational assistance to undergraduate courses
beginning before January 1, 2002. The proposal would also extend
the exclusion to graduate education, effective for courses beginning
after June 30, 1999, and before January 1, 2002.

Effective Date

The proposal to extend the exclusion for undergraduate courses
would be effective for courses beginning before January 1, 2002.
The exclusion with respect to graduate-level courses would be effec-
tive for courses beginning after June 30, 1999 and before June 1,
2002.

Prior Action

A similar proposal to extend the exclusion to graduate-level
courses was included in the President's fiscal year 1997 and 1999
budget proposals and in the Senate version of the Taxpayer Relief
Act of 1997. An extension of the exclusion to graduate-level courses
also was included in the Senate version of H.R. 2646 (105th Cong.)
(the Education Savings and School Excellence Act of 1998); H.R.
2646 was vetoed by the President on July 21, 1998.

The Senate version of the Taxpayer Relief Act of 1997 would
have permanently extended the exclusion.

Analysis

The exclusion for employer-provided educational assistance pro-
grams is aimed at increasing the levels of education and training
in the workforce. The exclusion also reduces complexity in the tax
laws. Employer-provided educational assistance benefits may serve

22 These rules also apply in the event that section 127 expires and is not reinstated.

23|n the case of an employee, education expenses (if not reimbursed by the employer) may
be claimed as an itemized deduction only if such expenses, along with other miscellaneous de-
ductions, exceed 2 percent of the taxpayer's AGI. The 2-percent floor limitation is disregarded
in determining whether an item is excludable as a working condition fringe benefit.
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as a substitute for cash wages (or other types of fringe benefits) in
the overall employment compensation package. Because of their fa-
vorable tax treatment, benefits received in this form are less costly
than cash wages in terms of the after-tax cost of compensation to
the employee.

Present-law section 127 serves to subsidize the provision of edu-
cation and could lead to larger expenditures on education for work-
ers than would otherwise occur. This extra incentive for education
may be desirable if some of the benefits of an individual’s education
accrue to society at large through the creation of a better-educated
populace or workforce, i.e., assuming that education creates “posi-
tive externalities.” In that case, absent the subsidy, individuals
would underinvest in education (relative to the socially desirable
level) because they would not take into account the benefits that
others indirectly receive. To the extent that expenditures on edu-
cation represent purely personal consumption, a subsidy would lead
to over consumption of education.24

Proponents of extending and expanding the benefits provided by
section 127 observe that more education generally leads to higher
future wages for the individuals who receive the education. Thus,
proponents argue that higher future tax payments by these individ-
uals will compensate for the tax expenditure today. While empirical
evidence does indicate that more education leads to higher wages,
whether the government is made whole on the tax expenditure de-
pends upon to which alternative uses the forgone government
funds may have been put. For example, proponents of increased
government expenditures on research and development point to
evidence that such expenditures earn rates of return far in excess
of those on most private investments.25 If such returns exceed the
financial returns to education, reducing such expenditures to fund
education benefits may reduce future tax revenues.

Because present-law section 127 provides an exclusion from gross
income for certain employer-provided education benefits, the value
of this exclusion in terms of tax savings is greater for those tax-
payers with higher marginal tax rates. Thus, higher-paid individ-
uals, individuals with working spouses, or individuals with other
sources of income may be able to receive larger tax benefits than
their fellow workers. Section 127 does not apply, however, to pro-
grams under which educational benefits are provided only to highly
compensated employees.

In general, in the absence of section 127, the value of employer-
provided education is excludable from income only if the education
relates directly to the taxpayer’s current job. If the education would
qualify the taxpayer for a new trade or business, however, then the
value of the education generally would be treated as part of the
employee’s taxable compensation. Under this rule, higher-income,
higher-skilled individuals may be more able to justify education as
related to their current job because of the breadth of their current
training and responsibilities. For example, a lawyer or professor

24For a broader discussion of social and private benefits from education and an analysis of
subsidies to education, see Joint Committee on Taxation, Analysis of Proposed Tax Incentives
for Higher Education (JCS-3-97), March 4, 1997, pp. 19-23.

25For a discussion of the returns to expenditures on research and development see Part 1.G.4
of this pamphlet.
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may find more courses of study directly related to his or her cur-
renlt jﬁb and not qualifying him or her for a new trade than would
a clerk.

The section 127 exclusion for employer-provided educational as-
sistance may counteract this effect by making the exclusion widely
available regardless of the employee’s current job status or job de-
scription. Proponents argue that the exclusion is primarily useful
to nonhighly compensated employees to improve their competitive
position in the work force. In practice, however, the scant evidence
available seems to indicate that those individuals receiving em-
ployer-provided educational assistance are somewhat more likely to
be higher-paid workers, particularly if the exclusion is extended to
graduate level courses.26 The amount of the education benefits pro-
vided by an employer also appears to be positively correlated with
the income of the recipient worker. Such evidence is consistent
with the observation that, in practice, the exclusion is more valu-
able to those individuals in higher marginal tax brackets. A refor-
mulation of the incentive as an inclusion of the value of benefits
into income in conjunction with a tax credit could make the value
of the benefit more even across recipients subject to different mar-
ginal tax brackets.2?

Reinstating the exclusion for graduate-level employer-provided
educational assistance may enable more individuals to seek higher
education. Some argue that greater levels of higher education are
important to having a highly trained and competitive workforce,
and may be important in retraining workers who seek new employ-
ment. Others argue that the tax benefits from extending the exclu-
sion to graduate-level education will accrue mainly to higher-paid
workers. Others would argue that it would be desirable to extend
the exclusion to graduate-level education, but that limiting the ex-
clusion in this manner is appropriate given budgetary constraints.

In addition to furthering education objectives, the exclusion for
employer-provided educational assistance may reduce tax-law com-
plexity. In the absence of the exclusion, employers and employees
must make a determination of whether the exclusion is job-related.
This determination is highly factual in nature, and can lead to dis-
putes between taxpayers and the IRS, who may come to different
conclusions based on the same facts. The exclusion eliminates the
need to make this determination.

The exclusion for employer-provided education has always been
enacted on a temporary basis. It has been extended frequently, and
often retroactively. The past experience of allowing the exclusion to
expire and subsequently retroactively extending it has created bur-
dens for employers and employees. Employees may have difficulty
planning for their educational goals if they do not know whether
their tax bills will increase. Employers have administrative prob-
lems determining the appropriate way to report and withhold on
educational benefits each time the exclusion expires before it is ex-

26 See, for example, The National Association of Independent Colleges and Universities, “Who
Benefits from Section 127,” December 1995; Coopers & Lybrand, “Section 127 Employee Edu-
cational Assistance: Who Benefits? At What Cost?,” June 1989, p. 15; and Steven R. Aleman,
“Employer Education Assistance: A Profile of Recipients, Their Educational Pursuits, and Em-
ployers,” CRS Report, 89-33 EPW, January 10, 1989, p. 9.

27 |f the credit were nonrefundable, then to the extent that a taxpayer reduces his or her tax
liability to zero, he or she might not be able to receive the full value of the credit.
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tended. Providing greater certainty by further extending the exclu-
sion may reduce administrative burdens and complexity, as well as
enable individuals to better plan for their educational costs.

3. Tax credit for employer-provided workplace literacy and
basic education programs

Present Law

Educational expenses paid by an employer for its employees are
deductible to the employer.

Employer-paid educational expenses are excludable from the
gross income of an employee if provided under a section 127 edu-
cational assistance plan or if the expenses qualify as a working
condition fringe benefit under section 132. Section 127 provides an
exclusion of $5,250 annually for employer-provided educational as-
sistance. The exclusion does not apply to graduate courses. The ex-
clusion for employer-provided educational assistance expires with
respect to courses beginning on or after June 1, 2000.

In order for the exclusion to apply, certain requirements must be
satisfied. The educational assistance must be provided pursuant to
a separate written plan of the employer. The educational assistance
program must not discriminate in favor of highly compensated em-
ployees. In addition, not more than 5 percent of the amounts paid
or incurred by the employer during the year for educational assist-
ance under a qualified educational assistance plan can be provided
for the class of individuals consisting of more than 5-percent own-
ers of the employer (and their spouses and dependents).

Educational expenses that do not qualify for the section 127 ex-
clusion may be excludable from income as a working condition
fringe benefit.28 In general, education qualifies as a working condi-
tion fringe benefit if the employee could have deducted the edu-
cation expenses under section 162 if the employee paid for the edu-
cation. In general, education expenses are deductible by an individ-
ual under section 162 if the education (1) maintains or improves a
skill required in a trade or business currently engaged in by the
taxpayer, or (2) meets the express requirements of the taxpayer’s
employer, applicable law or regulations imposed as a condition of
continued employment. However, education expenses are generally
not deductible if they relate to certain minimum educational re-
quirements or to education or training that enables a taxpayer to
begin working in a new trade or business.29

Description of Proposal

Employers who provide certain literacy, English literacy, and
basic education programs for their eligible employees would be al-
lowed to claim a credit against the employer's Federal income
taxes. The amount of the credit would equal 10 percent of the em-
ployer’s eligible expenses incurred with respect to qualified edu-
cation programs, with a maximum credit of $525 per eligible em-

28 These rules also apply in the event that section 127 expires and is not reinstated.

291n the case of an employee, education expenses (if not reimbursed by the employer) may
be claimed as an itemized deduction only if such expenses, along with other miscellaneous de-
ductions, exceed 2 percent of the taxpayer's AGI. The 2-percent floor limitation is disregarded
in determining whether an item is excludable as a working condition fringe benefit.



24

ployee. The credit would be treated as a component of the general
busdi_ness credit, and would be subject to the limitations of that
credit.

Qualified education would be limited to (1) basic skills instruc-
tion at or below the level of a high school degree, and (2) English
literacy instruction. In general, the credit could not be claimed with
respect to an employee who has received a high school degree or
its equivalent. The employer could claim a credit with respect to
employees with high school degrees but who lack sufficient mastery
of basic educational skills to function effectively in the workplace
only if an eligible provider both assesses the educational level of
the employees and provides the instructional program for the em-
ployer. With respect to English literacy instruction, eligible employ-
ees would be employees with limited English proficiency. Eligible
employees must be citizens or resident aliens aged 18 or older who
are employed by the taxpayer in the United States for at least six
months.

To be eligible for the credit, the provision of literacy or basic edu-
cation by an employer must meet the nondiscrimination require-
ments for educational assistance programs under present-law sec-
tion 127. Expenses eligible for the credit (up to $5,250) would be
excludable from income and wages as a working condition fringe
benefit if not otherwise excludable under section 127.30

Expenses eligible for the credit would include payments to third
parties and payments made directly to cover instructional costs, in-
cluding but not limited to salaries of instructors, curriculum devel-
opment, textbooks, and instructional technology used exclusively to
support basic skills instruction. Wages paid to workers while they
participate as students in the literacy or basic education program
would not be eligible for the credit. The amount of the credit
claimed would reduce, dollar for dollar, the amount of education ex-
penses that the employer could otherwise deduct in computing its
taxable income.

Unless the employer provides basic skills instruction through an
eligible provider, the curriculum must be approved by a State adult
education authority, defined as an “eligible agency” in section
203(4) of the Adult Education and Family Literacy Act. An “eligible
provider” would be an entity that is receiving Federal funding for
adult education and literacy services or English literacy programs
under the Adult Education and Family Literacy Act, Title Il of the
Workforce Investment Act of 1998. Eligible providers include local
education agencies, certain community-based or volunteer literacy
organizations, institutions of higher education, and other public or
private nonprofit agencies.

Effective Date

The proposal would be effective for taxable years beginning after
December 31, 1999.

Prior Action
No prior action.

S0Present-law rules would apply in determining whether expenses in excess of this amount
are excludable from income and wages.
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Analysis

The proposal is intended to provide employers with an additional
incentive to provide literacy and basic education programs to their
employees. The proposal focuses on this type of education due to
concern that low-skilled workers may not undertake needed edu-
cation because they lack resources to overcome barriers such as
cost, child care, and transportation. It is argued that present law
(i.e., the section 127 exclusion) does not provide sufficient incentive
because employers of low-skilled workers may hesitate to provide
general education; the benefits of basic skills and literacy education
may be more difficult for employers to capture through increased
productivity than the benefits of more job-specific education.

Providing additional tax benefits for certain educational expenses
could lead to larger expenditures on education for workers that
would otherwise occur. This extra incentive for education may be
desirable if some of the benefits of an individual's education accrue
to society at large (through the creation of a better-educated popu-
lace or workforce). In that case, absent the subsidy, individuals
would under invest in education (relative to the socially desirable
level) because they would not take into account the benefits that
others indirectly receive. To the extent that expenditures on edu-
cation represent purely personal consumption, a subsidy would lead
to over-consumption of education. Some argue that concerns about
over-consumption of education are reduced under the proposal be-
cause it targets basic skills and literacy training for individuals
who, for the most part, lack a high school degree.

The requirements with respect to eligible providers may increase
the cost of education that would otherwise be provided under the
proposal. On the other hand, providing the credit without limita-
tions on the provider or curriculum could create potentially difficult
issues of expense allocation, compliance, and tax administration.

4, Tax credit for contributions to qualified zone academies

Present Law

Qualified zone academy bonds

As an alternative to traditional tax-exempt bonds, certain States
and local governments are given the authority to issue “qualified
zone academy bonds.” A total of $400 million of qualified zone
academy bonds may be issued in each of 1998 and 1999. The $400
million aggregate bond cap is allocated each year to the States ac-
cording to their respective populations of individuals below the pov-
erty line.31 Each State, in turn, allocates the credit to qualified
zone academies within such State. A State may carry over any un-
used allocation into subsequent years.

Certain financial institutions (i.e., banks, insurance companies,
and corporations actively engaged in the business of lending
money) that hold qualified zone academy bonds are entitled to a
nonrefundable tax credit in an amount equal to a credit rate (set
monthly by Treasury Department regulation at 110 percent of the

31 See Rev. Proc. 98-9, which sets forth the maximum face amount of qualified zone academy
bonds that may be issued for each State during 1998; IRS Proposed Rules (REG-119449-97),
which provides guidance to holders and issuers of qualified zone academy bonds.
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applicable federal rate for the month in which the bond is issued)
multiplied by the face amount of the bond (sec. 1397E). The credit
rate applies to all such bonds issued in each month. A taxpayer
holding a qualified zone academy bond on the credit allowance date
(i.e., each one-year anniversary of the issuance of the bond) is enti-
tled to a credit. The credit is includable in gross income (as if it
were a taxable interest payment on the bond), and may be claimed
against regular income tax and AMT liability.

The Treasury Department sets the credit rate each month at a
rate estimated to allow issuance of qualified zone academy bonds
without discount and without interest cost to the issuer. The maxi-
mum term of the bond issued in a given month also is determined
by the Treasury Department, so that the present value of the obli-
gation to repay the bond is 50 percent of the face value of the bond.
Such present value will be determined using as a discount rate the
average annual interest rate of tax-exempt obligations with a term
of 10 years or more issued during the month.

“Qualified zone academy bonds” are defined as any bond issued
by a State or local government, provided that (1) at least 95 per-
cent of the proceeds are used for the purpose of renovating, provid-
ing equipment to, developing course materials for use at, or train-
ing teachers and other school personnel in a “qualified zone acad-
emy” and (2) private entities have promised to contribute to the
qualified zone academy certain equipment, technical assistance or
training, employee services, or other property or services with a
value equal to at least 10 percent of the bond proceeds.

A school is a “qualified zone academy” if (1) the school is a public
school that provides education and training below the college level,
(2) the school operates a special academic program in cooperation
with businesses to enhance the academic curriculum and increase
graduation and employment rates, and (3) either (a) the school is
located in one of the 31 designated empowerment zones or one of
the 95 designated enterprise communities,32 or (b) it is reasonably
expected that at least 35 percent of the students at the school will
be eligible for free or reduced-cost lunches under the school lunch
program established under the National School Lunch Act.

Rules applicable to corporate contributions

The maximum charitable contribution deduction that may be
claimed by a corporation for any one taxable year is limited to 10
percent of the corporation’s taxable income for that year (disregard-
ing charitable contributions and with certain other modifications)
(sec. 170(b)(2)). Corporations also are subject to certain limitations
based on the type of property contributed. In the case of a chari-
table contribution of short-term gain property, inventory, or other
ordinary income property, the amount of the deduction generally is
limited to the taxpayer’'s basis (generally, cost) in the property.

32 Pursuant to the Omnibus Budget Reconciliation Act of 1993, the Secretaries of the Depart-
ment of Housing and Urban Development and the Department of Agriculture designated a total
of nine empowerment zones and 95 enterprise communities on December 21, 1994 (sec. 1391).
In addition, the Taxpayer Relief Act of 1997 provided for the designation of 22 additional em-
powerment zones (secs. 1391(b)(2) and 1391(g)). Designated empowerment zones and enterprise
communities were required to satisfy certain eligibility criteria, including specified poverty rates
and population and geographic size limitations (sec. 1392). The Code provides special tax incen-
tives for certain business activities conducted in empowerment zones and enterprise commu-
nities (secs. 1394, 1396, and 1397A).
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However, special rules in the Code provide augmented deductions
for certain corporate 33 contributions of inventory property for the
care of the ill, the needy, or infants34 (sec. 170(e)(3)), certain cor-
porate contributions of scientific equipment constructed by the tax-
payer, provided the original use of such donated equipment is by
the donee for research or research training in the United States in
physical or biological sciences (sec. 170(e)(4)),3> and certain con-
tributions of computer technology and equipment to eligible donees
to be used for the benefit of elementary and secondary school chil-
dren (sec. 170(e)(6)). Under these special rules, the amount of the
augmented deduction available to a corporation making a qualified
contribution generally is equal to its basis in the donated property
plus one-half of the amount of ordinary income that would have
been realized if the property had been sold. However, the aug-
mented deduction cannot exceed twice the basis of the donated
property.

Description of Proposal

A credit against Federal income taxes would be allowed for cer-
tain corporate sponsorship payments made to a qualified zone
academy located in a designated empowerment zone or enterprise
community. The credit would equal 50 percent of cash contribu-
tions, plus 50 percent of the fair market value of certain in-kind
contributions made to a qualified zone academy. For purposes of
the credit, a qualified zone academy located outside of a designated
empowerment zone or enterprise community would be treated as
located within such a zone or community if a significant percentage
of the academy’s students reside in the zone or community.

The credit would be available only if a credit allocation has been
made with respect to the corporate sponsorship payment by the
local governmental agency with responsibility for implementing the
strategic plan of the empowerment zone or enterprise community
under section 1391(f)(2), in consultation with the local educational
agency with jurisdiction over public schools in the zone or commu-
nity. The local governmental agency for each of the 31 designated
empowerment zones would be allowed to designate up to $8 million
of sponsorship payments to qualified zone academies as eligible for
the 50-percent credit (that is, up to $4 million of credits). The local
governmental agency for each of the 95 designated enterprise com-
munities would be allowed to designate up to $2 million of con-
tributions to qualified zone academies as eligible for the 50-percent
credit (that is, up to $1 million of credits). There is no limit on the

33S corporations are not eligible donors for purposes of section 170(e)(3) or section 170(e)(4).

34Treas. Reg. sec. 1.170A-4(b)(2)(ii)(F) defines an “infant” as a minor child (as determined
under the laws of the jurisdiction in which the child resides). Treas. Reg. sec. 1.170A—
4(b)(2)(ii)(G) provides that the “care of an infant” means performance of parental functions and
provision for the physical, mental, and emotional needs of the infant.

35Eligible donees under section 170(e)(3) are public charities (but not governmental units) and
private operating foundations. Eligible donees under section 170(e)(4) are limited to post-second-
ary educational institutions, scientific research organizations, and certain other organizations
that support scientific research. Eligible donees under section 170(e)(6) are (1) any educational
organization that normally maintains a regular faculty and curriculum and has a regularly en-
rolled body of pupils in attendance at the place where its educational activities are regularly
carried on, and (2) Code section 501(c)(3) entities that are organized primarily for purposes of
supporting elementary and secondary education. Under section 170(e)(6)(C), a private founda-
tion also is an eligible donee, provided that, within 30 days after receipt of the contribution,
the private foundation contributes the property to an eligible donee described above.
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amount of allocated credits that could be claimed by any one cor-
porate sponsor; thus one sponsor could claim all the credits avail-
able in a particular zone or community. The deduction otherwise
allowed for a corporate sponsorship payment would be reduced by
the amount of the credit claimed with respect to such payment by
the corporate sponsor. The proposed credit would be subject to the
general business credit rules under present-law section 38.

Effective Date

The proposal would be effective for corporate sponsorship pay-
ments made after December 31, 1999.

Prior Action
No prior action.

Analysis

The proposal’s objective is to encourage private sector support of
and participation in educational programs conducted at certain
qualified zone academies located in empowerment zones and enter-
prise communities. By offering a tax credit to participating corpora-
tions, the proposal would lower the after-tax cost of a corporate
contribution beyond that currently provided by the deduction for
charitable contributions. Specifically, under present law, a cor-
porate taxpayer in the 35-percent bracket faces an after-tax cost of
only 65 cents for each dollar of charitable contributions, since the
dollar deduction yields a tax saving of 35 cents. With the proposed
50-percent credit, this same taxpayer would have more than half
of its contribution, in effect, subsidized by the federal government.
In addition to the 50-cent credit per dollar of contribution, the tax-
payer would still be permitted to deduct from taxable income 50
cents of that dollar (the contribution amount minus the credit).
Such 50-cent deduction would be worth 17.5 cents to a corporate
taxpayer in the 35-percent tax bracket. Thus, the total after-tax
cost of a dollar contribution under the proposal is only 32.5 cents
(1 dollar less the 50-cent credit less the 17.5-cent value of the 50-
cent deduction), as compared to 65 cents under present-law rules.
The effect of the credit cuts the taxpayer's cost of giving in half
compared to present law.36

The purpose of the present-law charitable deduction, and the pro-
posed credit, is to encourage charitable giving by making giving
less expensive. Economic studies have generally found that, at least
with respect to individual donors, the charitable contribution de-
duction37 has both encouraged giving, and done so efficiently in
that the additional charitable contributions that the deduction en-
courages exceed the revenue cost to the federal government of the
deduction. Thus, to the extent that the charitable contribution
serves a useful public service, it is argued that the deduction is
cheaper than appropriating the funds that would be necessary to
achieve the same public service. At the same time, it is also argued

36 This same result follows regardless of the effective tax rate of the corporate donor.

37The proposed credit has an effect similar to the effect of a deduction in lowering the cost
of giving, and thus the economic studies focusing on the deduction are relevant to the credit
as well.
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that private organizations can in many instances perform a chari-
table function more efficiently than a government agency. Others
argue that not all activities subsidized by the deduction serve a
truly public purpose, and thus would prefer to see the deduction
eliminated and replaced with greater direct public spending. How-
ever, since the proposed credit is restricted to certain purposes, the
latter objection is not relevant provided a true public service is pro-
moted by the credit.

The proposal does not clarify what types of goods or services
(e.g., inventory, used property, services) would qualify for purposes
of the credit for certain in-kind contributions. In particular, the
possibility of donated services raises valuation and compliance con-
cerns. For example, the proposal does not address whether it would
be appropriate to value donated services performed by a high-level
corporate executive by reference to the executive’s salary.

The proposal defines qualified zone academies for purposes of the
proposed tax credit differently than under current law. Specifically,
the proposal would limit eligible qualified zone academies to those
schools that are located in an empowerment zone or enterprise
community, or that have a “significant” percentage of their stu-
dents residing in an empowerment zone or enterprise community.
The proposal does not define the term “significant” for purposes of
the residency requirement. In contrast to present law, the proposal
would exclude from the definition of qualified zone academy those
schools located outside a zone or community at which at least 35
percent of the students are eligible for free or reduced-cost lunches,
but which do not meet the proposal's student residency require-
ment. In addition, under the proposal’s definition, those schools lo-
cated outside a zone or community that fail the present-law sub-
sidized lunch qualification, but that meet the proposal’s student
residency requirement, would qualify as qualified zone academies
for purposes of the proposed tax credit, although they are not quali-
fied zone academies under present law. Presumably, the objective
of the proposal’s different definition of qualified zone academy is to
ensure that allocated tax credits reach only those schools with a
relatively high percentage of students who are residents of an em-
powerment zone or enterprise community. However, the differing
definitions of qualified zone academies for purposes of the proposed
tax credit and for other purposes may cause some confusion on the
part of affected schools.

5. Eliminate 60-month limit on student loan interest deduc-
tion

Present Law

Present law provides an above-the-line deduction for certain in-
terest paid on qualified education loans. The deduction is limited
to interest paid on a qualified education loan during the first 60
months in which interest payments are required. Months during
which the qualified education loan is in deferral or forbearance do
not count against the 60-month period.

The maximum allowable deduction is $1,500 in 1999, $2,000 in
2000, and $2,500 in 2001 and thereafter. The deduction is phased
out ratably for individual taxpayers with modified adjusted gross
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income (“AGI”) of $40,000-$55,000 and $60,000-$75,000 for joint
returns. The income ranges will be indexed for inflation after 2002.

Description of Proposal

The proposal would eliminate the limit on the number of months
during which interest paid on a qualified education loan is deduct-
ible.

Effective Date

The proposal would generally be effective for interest paid on
qualified education loans after December 31, 1999.

Prior Action
No prior action.

Analysis

The 60-month rule serves in place of an overall limit on the
amount of interest that may be deducted with respect to qualified
education loans. Lengthening the time period over which taxpayers
may deduct student loan interest expense would lead to a lower
after-tax cost of financing education for those who have used large
loans to finance their education and/or who do not repay the loans
within five years (e.g., because of insufficient resources). As a con-
sequence, lowering the after-tax cost of financing education could
encourage those students that need large loans in order to finance
their education to pursue more education than they would have
otherwise. On the other hand, lengthening the time period over
which taxpayers may deduct student loan interest expense could
encourage some taxpayers to take on more debt for a given level
of education expenses in order to finance a greater level of current
consumption. This additional debt assumed would not be associated
with a greater educational attainment, but instead could serve as
a way to effectively make some consumer interest expense deduct-
ible.

The 60-month rule creates administrative burdens and complex-
ities for individuals. For example, an individual with more than
one student loan may have to keep track of different 60-month pe-
riods for each loan. Issues may arise as to the proper application
of the 60-month rule in the event that an individual consolidates
student loans. Special rules are needed to apply the 60-month rule
in common situations, such as periods of loan deferment or forbear-
ance and refinancings. Eliminating the 60-month rule would sim-
plify the student loan interest deduction.

Other rules could be adopted to serve the purpose of the 60-
month rule, but such rules also would be likely to add complexity.
For example, some have suggested that the 60-month rule be re-
placed with a lifetime limit on the amount of deductible interest.
Such a rule would require individuals to keep track of the total
amount of interest they have deducted. Such records would need to
be kept longer than under the 60-month rule as interest payments
may be made over a longer period of time. Additional complexities
would have to be addressed, such as how the lifetime limit would
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be allocated when there is a change in status of the taxpayer, such
as through marriage or divorce. A lifetime limit would could also
alter the class of taxpayers who benefit from the deduction and
could create winners and losers relative to present law.

Some have argued that the 60-month rule (or an alternative) is
unnecessary, because there are already sufficient limits on the
amount of the deduction. For example, it is argued that the AGI
limits may effectively limit the number of years over which an indi-
vidual can deduct student loan interest, if AGI increases over time.
It if further argued that the additional limitation of the 60-month
rule is not justified given its complexity.

In addition to simplifying the student loan interest deduction,
the proposal would eliminate possible inconsistent treatment of
taxpayers based on how a lender structures the interest payments
on a qualified loan and when a taxpayer chooses to make pay-
ments. For example, a taxpayer who elects to capitalize interest
that accrues on a loan while the taxpayer is enrolled in college (and
the loan is in deferment) may be able to deduct more total interest
payments than a taxpayer (with the same size qualified education
loan) who elects to pay the interest currently during college. This
is because the 60-month rule is suspended during the deferment,
but would continue to elapse in the latter case while payments are
being made.

6. Eliminate tax on forgiveness of direct student loans sub-
ject to income contingent repayment

Present Law

Tax treatment of student loan forgiveness

In the case of an individual, gross income subject to Federal in-
come tax does not include any amount from the forgiveness (in
whole or in part) of certain student loans, provided that the for-
giveness is contingent on the student’s working for a certain period
of time in certain professions for any of a broad class of employers
(sec. 108(f)).

Student loans eligible for this special rule must be made to an
individual to assist the individual in attending an educational in-
stitution that normally maintains a regular faculty and curriculum
and normally has a regularly enrolled body of students in attend-
ance at the place where its education activities are regularly car-
ried on. Loan proceeds may be used not only for tuition and re-
quired fees, but also to cover room and board expenses (in contrast
to tax free scholarships under section 117, which are limited to tui-
tion and required fees).

The loan must be made by (1) the United States (or an instru-
mentality or agency thereof), (2) a State (or any political subdivi-
sion thereof), (3) certain tax-exempt public benefit corporations that
control a State, county, or municipal hospital and whose employees
have been deemed to be public employees under State law, or (4)
an educational organization that originally received the funds from
which the loan was made from the United States, a State, or a tax-
exempt public benefit corporation. In addition, an individual’'s gross
income does not include amounts from the forgiveness of loans
made by educational organizations (and certain tax-exempt organi-
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zations in the case of refinancing loans) out of private, nongovern-
mental funds if the proceeds of such loans are used to pay costs of
attendance at an educational institution or to refinance any out-
standing student loans (not just loans made by educational organi-
zations) and the student is not employed by the lender organiza-
tion. In the case of loans made or refinanced by educational organi-
zations (as well as refinancing loans made by certain tax-exempt
organizations) out of private funds, the student’s work must fulfill
a public service requirement. The student must work in an occupa-
tion or area with unmet needs and such work must be performed
for or under the direction of a tax-exempt charitable organization
or a governmental entity.

Federal Direct Loan Program; income-contingent repayment
option

A major change in the delivery of Federal student loans occurred
in 1993. The Student Loan Reform Act (“SLRA”"), part of the Omni-
bus Budget Reconciliation Act of 1993, converted the Federal Fam-
ily Education Loans (“FFEL"), which were made by private lenders
and guaranteed by the Federal Government, into direct loans made
by the Federal Government to students through their schools (the
William D. Ford Direct Loan Program).38 The Direct Loan Program
began in academic year 1994-95 and was to be phased in, with at
least 60 percent of all student loan volume to be direct loans by the
1998-1999 academic year.

Federal Direct Loans include Federal Direct Stafford/Ford Loans
(subsidized and unsubsidized), Federal Direct PLUS loans, and
Federal Direct Consolidation loans. The SLRA requires that the
Secretary of Education offer four alternative repayment options for
direct loan borrowers: standard, graduated, extended, and income-
contingent. However, the income-contingent option is not available
to Direct PLUS borrowers. If the borrower does not choose a repay-
ment plan, the Secretary may choose one, but may not choose the
income-contingent repayment option.3°® Borrowers are allowed to
change repayment plans at any time.

Under the income-contingent repayment option, a borrower must
make annual payments for a period of up to 25 years based on the
amount of the borrower's Direct Loan (or Direct Consolidated
Loan), AGI during the repayment period, and family size.#0 Gen-
erally, a borrower’'s monthly loan payment is capped at 20 percent
of discretionary income (AGI minus the poverty level adjusted for
family size).4* If the loan is not repaid in full at the end of a 25-

38 For a comprehensive description of the Federal Direct Loan program, see U.S. Library of
Congress, Congressional Research Service, The Federal Direct Student Loan Program, CRS Re-
port for Congress No. 95-110 EPW, by Margot A. Schenet (Washington, D.C.), updated October
16, 1996.

39 Defaulted borrowers of direct or guaranteed loans may also be required to repay through
an income-contingent plan for a minimum period.

40The Department of Education revised the regulations governing the income-contingent re-
payment option, effective July 1, 1996. See Federal Register, December 1, 1995, pp. 61819-
61828.

411f the monthly amount paid by a borrower does not equal the accrued interest on the loan,
the unpaid interest is added to the principal amount. This is called “negative amortization.”
Under the income-contingent repayment plan, the principal amount cannot increase to more
than 110 percent of the original loan; additional unpaid interest continues to accrue, but is not
capitalized.
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year period, the remaining debt is canceled by the Secretary of
Education. There is no community or public service requirement.

Description of Proposal

The exclusion from income for amounts from forgiveness of cer-
tain student loans would be expanded to cover forgiveness of direct
student loans made through the William D. Ford Federal Direct
Loan Program, if loan repayment and forgiveness are contingent on
the borrower’s income level.

Effective Date

The proposal would be effective for loan cancellations after De-
cember 31, 1999.

Prior Action

The proposal was included in the President’s fiscal year 1998 and
1999 budget proposals, as well as in the House and Senate versions
of the Taxpayer Relief Act of 1997. The proposal was not included
in the conference agreement on the Taxpayer Relief Act of 1997.

Analysis

There are three types of expenditures incurred by students in
connection with their education: (1) direct payment of tuition and
other education-related expenses; (2) payment via implicit transfers
received from governments or private persons; and (3) forgone
wages. The present-law income tax generally treats direct pay-
ments of tuition as consumption, neither deductible nor amortiz-
able. By not including the implicit transfers from governments or
private persons in the income of the student, present law offers the
equivalent of expensing of those expenditures undertaken on behalf
of the student by governments and private persons. This expens-
ing-like treatment also is provided for direct transfers to students
in the form of qualified scholarships excludable from income. Simi-
larly, because forgone wages are never earned, the implicit expend-
iture incurred by students forgoing present earnings also receives
expensing-like treatment under the present-law income tax.42

The Federal Government could help a student finance his or her
tuition and fees by making a loan to the student or granting a
scholarship to the student. In neither case are the funds received
by the student includable in taxable income. Economically, a subse-
quent forgiveness of the loan converts the original loan into a
scholarship. Thus, as noted above, excluding a scholarship from in-
come or not including a forgiven loan in income is equivalent to
permitting a deduction for tuition paid.

While present-law section 117 generally excludes scholarships
from income, regardless of the recipient's income level, to the ex-
tent they are used for qualified tuition and related expenses, cer-
tain other education tax benefits are subject to expenditure and in-

42For a more complete discussion of education expenses under a theoretical income tax and
the present-law income tax prior to changes made in the 1997 Act, see Joint Committee on Tax-
ation, Analysis of Proposed Tax Incentives for Higher Education (JCS-3-97), March 4, 1997, pp.
19-23.
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come limitations. For example, the HOPE credit limits expendi-
tures that qualify for tax benefit to $2,000 annually (indexed for in-
flation after the year 2000) and the Lifetime Learning credit limits
expenditures that qualify for tax benefit to $5,000 annually
($10,000 beginning in 2003).43 In addition, the HOPE and Lifetime
Learning credits are limited to taxpayers with modified adjusted
gross incomes of $50,000 ($100,000 for joint filers) or less. No com-
parable expenditure or income limitations would apply to individ-
uals who benefit from loan forgiveness under the proposal. For ex-
ample, the expenditure limitation contained in section 117 would
not apply; thus, the provision could permit students to exclude
from income amounts in excess of the qualified tuition and related
expenses that would have been excludable under section 117 had
the loan constituted a scholarship when initially made. However,
it could be argued that expenditure limits are not necessary be-
cause the Federal Direct Loan program includes restrictions on the
annual amount that a student may borrow, and that income limita-
tions are unnecessary because an individual who has not repaid an
income contingent loan in full after 25 years generally would be a
lower-income individual throughout most of that 25-year period.

In addition, it could be argued that expanding section 108(f) to
cover forgiveness of Federal Direct Loans for which the income-con-
tingent repayment option is elected is inconsistent with the concep-
tual framework of 108(f). There is no explicit or implicit public
service requirement for cancellation of a Federal Direct Loan under
the income-contingent repayment option. Rather, the only pre-
conditions are a low AGI and the passage of 25 years.

As of May 1, 1996, 15 percent of the Direct Loan borrowers in
repayment had selected the income-contingent option.#4 Among
those who choose the income-contingent repayment option, the De-
partment of Education has estimated that slightly less than 12 per-
cent of borrowers will fail to repay their loans in full within 25
years and, consequently, will have the unpaid amount of their
loans discharged at the end of the 25-year period.45> Thus, the pri-
mary revenue effects associated with this provision would not com-
mence until 2019—25 years after the program originated in 1994.

7. Tax treatment of education awards under certain Federal
programs

a. Eliminate tax on awards under National Health
Corps Scholarship Program and F. Edward Hebert
Armed Forces Health Professions Scholarship and
Financial Assistance Program

Present Law

Section 117 excludes from gross income amounts received as a
qualified scholarship by an individual who is a candidate for a de-

43For a more complete description of the HOPE and Lifetime Learning credits, see Joint Com-
mittee on Taxation, General Explanation of Tax Legislation Enacted in 1997 (JCS-23-97), De-
cember 17, 1997, pp. 11-20.

44CRS, The Federal Direct Student Loan Program, p.12. The Department of Education esti-
mates that approximately 60 percent of borrowers will be in a repayment plan other than the
standard 10-year repayment plan.

45 See Federal Register, September 20, 1995, p. 48849.
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gree and used for tuition and fees required for the enrollment or
attendance (or for fees, books, supplies, and equipment required for
courses of instruction) at a primary, secondary, or post-secondary
educational institution. The tax-free treatment provided by section
117 does not extend to scholarship amounts covering regular living
expenses, such as room and board. In addition to the exclusion for
qualified scholarships, section 117 provides an exclusion from gross
income for qualified tuition reductions for certain education pro-
vided to employees (and their spouses and dependents) of certain
educational organizations.

Section 117(c) specifically provides that the exclusion for quali-
fied scholarships and qualified tuition reductions does not apply to
any amount received by a student that represents payment for
teaching, research, or other services by the student required as a
condition for receiving the scholarship or tuition reduction.

Section 134 provides that any “qualified military benefit,” which
includes any allowance, is excluded from gross income if received
by a member or former member of the uniformed services if such
benefit was excludable from gross income on September 9, 1986.

The National Health Service Corps Scholarship Program (the
“NHSC Scholarship Program”) and the F. Edward Hebert Armed
Forces Health Professions Scholarship and Financial Assistance
Program (the “Armed Forces Scholarship Program”) provide edu-
cation awards to participants on condition that the participants
provide certain services. In the case of the NHSC Program, the re-
cipient of the scholarship is obligated to provide medical services
in a geographic area (or to an underserved population group or des-
ignated facility) identified by the Public Health Service as having
a shortage of health-care professionals. In the case of the Armed
Forces Scholarship Program, the recipient of the scholarship is obli-
gated to serve a certain number of years in the military at an
armed forces medical facility. These education awards generally in-
volve the payment of higher education expenses (under the NHSC
Program, the awards may be also used for the repayment or can-
cellation of existing or future student loans). Because the recipients
are required to perform services in exchange for the education
awards, the awards used to pay higher education expenses are tax-
able income to the recipient.

Description of Proposal

The proposal would provide that amounts received by an individ-
ual under the NHSC Scholarship Program or the Armed Forces
Scholarship Program are eligible for tax-free treatment as qualified
scholarships under section 117, without regard to any service obli-
gation by the recipient.

Effective Date

The proposal would be effective for education awards received
after December 31, 1999.

Prior Action

A similar provision was included in H.R. 2646 (105th Cong.) (the
Education Savings and School Excellence Act of 1998), as passed
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by the Congress on June 15, 1998. The President vetoed H.R. 2646
on July 21, 1998.

b. Eliminate tax on repayment or cancellation of stu-
dent loans under NHSC Scholarship Program,
Americorps Education Award Program, and
Armed Forces Health Professions Loan Repayment
Program

Present Law

In the case of an individual, gross income subject to Federal in-
come tax does not include any amount from the forgiveness (in
whole or in part) of certain student loans, provided that the for-
giveness is contingent on the student’s working for a certain period
of time in certain professions for any of a broad class of employers
(sec. 108(f)).

Student loans eligible for this special rule must be made to an
individual to assist the individual in attending an educational in-
stitution that normally maintains a regular faculty and curriculum
and normally has a regularly enrolled body of students in attend-
ance at the place where its education activities are regularly car-
ried on. Loan proceeds may be used not only for tuition and re-
quired fees, but also to cover room and board expenses (in contrast
to tax free scholarships under section 117, which are limited to tui-
tion and required fees).

The loan must be made by (1) the United States (or an instru-
mentality or agency thereof), (2) a State (or any political subdivi-
sion thereof), (3) certain tax-exempt public benefit corporations that
control a State, county, or municipal hospital and whose employees
have been deemed to be public employees under State law, or (4)
an educational organization that originally received the funds from
which the loan was made from the United States, a State, or a tax-
exempt public benefit corporation. In addition, an individual’s gross
income does not include amounts from the forgiveness of loans
made by educational organizations (and certain tax-exempt organi-
zations in the case of refinancing loans) out of private, nongovern-
mental funds if the proceeds of such loans are used to pay costs of
attendance at an educational institution or to refinance any out-
standing student loans (not just loans made by educational organi-
zations) and the student is not employed by the lender organiza-
tion. In the case of loans made or refinanced by educational organi-
zations (as well as refinancing loans made by certain tax-exempt
organizations) out of private funds, the student’s work must fulfill
a public service requirement. The student must work in an occupa-
tion or area with unmet needs and such work must be performed
for or under the direction of a tax-exempt charitable organization
or a governmental entity.

The NHSC Scholarship Program, the Americorps Education
Award Program, and the Armed Forces Health Professions Loan
Repayment Program provide education awards to participants that
may be used for the repayment or cancellation of existing or future
student loans. However, the repayment or cancellation of student
loans under these programs appears not to meet the requirements
for exclusion under current-law section 108(f), because the repay-
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ment or cancellation of student loans in some instances is not con-
tingent on the participant’s working for any of a broad class of em-
ployers.

Description of Proposal

The proposal would provide that any repayment or cancellation
of a student loan under the NHSC Scholarship Program, the
Americorps Education Award Program, or the Armed Forces
Health Professions Loan Repayment Program is excludable from
income. The tax-free treatment would apply only to the extent that
the student incurred qualified tuition and related expenses in ex-
cess of those which were taken into account in determining the
amount of any education credit claimed during academic periods
when the student loans were incurred.46

Effective Date

The proposal would be effective for repayments or cancellations
of student loans received after December 31, 1999.

Prior Action
No prior action.

Analysis for a. and b.

Proponents of the proposed exclusions assert that the current im-
position of tax liability on awards, repayments, or cancellations
under the NHSC Scholarship Program, the Armed Forces Scholar-
ship and Loan Repayment Programs, and the Americorps Edu-
cation Award Program undermines the objective of providing incen-
tives for individuals to serve as health professionals and teachers
in underserved areas or as health professionals in the Armed
Forces. There are, however, a number of similar federal (e.g., Na-
tional Institutes of Health Undergraduate Scholarship Program)
and state (e.g., lllinois Department of Public Health State Scholar-
ships) programs that are in the same position as the programs that
would be assisted by the proposal. Consequently, the proposals
would result in unequal treatment of similarly situated taxpayers
under various education award programs.

While the Department of Defense takes the position that section
134 applies to awards made under the Armed Forces Health Pro-
fessions Scholarship and Loan Repayment Programs, it has re-
gquested that the programs be included in the proposals.

C. Child Care Provisions
1. Expand the dependent care credit
Present Law

In general
A taxpayer who maintains a household which includes one or
more qualifying individuals may claim a nonrefundable credit

48 For this purpose, qualified expenses were not taken into account to the extent that the oth-
erwise allowable credit was reduced due to the taxpayer’s AGI.
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against income tax liability for up to 30 percent of a limited
amount of employment-related dependent care expenses (sec. 21).
Eligible employment-related expenses are limited to $2,400 if there
is one qualifying individual or $4,800 if there are two or more
qualifying individuals. Generally, a qualifying individual is a de-
pendent under the age of 13 or a physically or mentally incapaci-
tated dependent or spouse. No credit is allowed for any qualifying
individual unless a valid taxpayer identification number (“TIN")
has been provided for that individual. A taxpayer is treated as
maintaining a household for a period if the taxpayer (or the tax-
payer’'s spouse, if married) provides more than one-half the cost of
maintaining the household for that period. In the case of married
taxpayers, the credit is not available unless they file a joint return.

Employment-related dependent care expenses are expenses for
the care of a qualifying individual incurred to enable the taxpayer
to be gainfully employed, other than expenses incurred for an over-
night camp. For example, amounts paid for the services of a house-
keeper generally qualify if such services are performed at least
partly for the benefit of a qualifying individual, amounts paid for
a chauffeur or gardener do not qualify.

Expenses that may be taken into account in computing the credit
generally may not exceed an individual's earned income or, in the
case of married taxpayers, the earned income of the spouse with
the lesser earnings. Thus, if one spouse has no earned income, gen-
erally no credit is allowed.

The 30-percent credit rate is reduced, but not below 20 percent,
by 1 percentage point for each $2,000 (or fraction thereof) of ad-
justed gross income (“AGI"”) above $10,000.

Interaction with employer-provided dependent care assist-
ance

For purposes of the dependent care credit, the maximum
amounts of employment-related expenses ($2,400/$4,800) are re-
duced to the extent that the taxpayer has received employer- pro-
vided dependent care assistance that is excludable from gross in-
come (sec. 129). The exclusion for dependent care assistance is lim-
gted to $5,000 per year and does not vary with the number of chil-

ren.

Additional credit for taxpayers with dependents under the
age of one

There is no additional credit for taxpayers with dependents
under the age of one.

Description of Proposal

The proposal would make several changes to the dependent care
tax credit. First, the credit percentage would be increased to 50
percent for taxpayers with AGI of $30,000 or less. For taxpayers
with AGI between $30,001 and $59,000, the credit percentage
would be decreased by 1 percent for each $1,000 of AGI, or fraction
thereof, in excess of $30,000. The credit percentage would be 20
percent for taxpayers with AGI of $59,001 or greater. Second,
under the proposal, an otherwise qualifying taxpayer would gen-
erally qualify for the dependent care tax credit if the taxpayer re-
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sided in the same household as the qualifying child regardless of
whether the taxpayer contributed over one-half the cost of main-
taining the household. However, in the case of a married couple fil-
ing separately, while the credit would be extended to one qualifying
spouse filing a separate return, the spouse claiming the dependent
care tax credit would have to satisfy the present-law household
maintenance test to receive the credit. Third, the dollar amounts
of the starting point of the new phase-down range and the maxi-
mum amount of eligible employment-related expenses would be in-
dexed for inflation beginning in 2001. Finally, the proposal would
extend up to $250 of additional credit ($500 for two or more quali-
fying dependents) to taxpayers with a qualifying dependent under
the age of one at the end of the taxable year. This additional credit,
computed as the applicable credit rate times $500 ($1,000 for two
or more qualifying dependents), would be available regardless of
whether the taxpayer actually incurred any out-of-pocket child care
expenses.

The present-law reduction of the dependent care credit for em-
ployer-provided dependent care assistance would not be changed.

Effective Date

Generally, the proposal would be effective for taxable years be-
ginning after December 31, 1999. The starting point of the phase-
down range and the maximum amounts of eligible employment-re-
lated expenses generally would be indexed for inflation for taxable
years beginning after December 31, 2000. The maximum amount of
the additional credit for taxpayers with infant dependents would be
indexed for inflation for taxable years beginning after December 31,
2000.

Prior Action

A substantially similar proposal (not including the additional
credit for taxpayers with qualifying dependents under the age of
one) was included in the President’s fiscal year 1999 budget pro-
posal.

Analysis

Overview

The proposed expansion of the dependent care tax credit involves
several issues. One issue is the government's role in encouraging
parents to work in the formal workplace versus in the home. A sec-
ond issue is the appropriate role of government in providing finan-
cial support for child care. A third issue involves the increased
complexity added by this proposal and the effect of the phaseout
provisions on marginal tax rates. Each of these issues are dis-
cussed in further detail below.

Work outside of the home

One of the many factors influencing the decision as to whether
the second parent in a two-parent household works outside the
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home is the tax law.47 The basic structure of the graduated income
tax may act as a deterrent to work outside of the home. The reason
for this is that the income tax taxes only labor whose value is for-
mally recognized through the payment of wages.48 Work in the
home, though clearly valuable, is not taxed. One way to see the po-
tential impact of this bias is to consider the case of a parent who
could work outside the home and earn $10,000. Assume that in so
doing the family would incur $10,000 in child care expenses. Thus,
in this example, the value of the parent’s work inside or outside the
home is recognized by the market to have equal value.4® From a
purely monetary perspective (ignoring any work-related costs such
as getting to work, or buying clothes for work), this individual
should be indifferent as between working inside or outside the
home. The government also should be indifferent to the choice of
where this parent expends the parent's labor effort, as the eco-
nomic value is judged to be the same inside or outside the home.
However, the income tax system taxes the labor of this person in
the formal marketplace, but not the value of the labor if performed
in the home. Thus, of the $10,000 earned in the market place, some
portion would be taxed away, leaving a net wage of less than
$10,000.59 This parent would be better off by staying at home and
enjoying the full $10,000 value of home labor without taxation.5?

Because labor in the home is not taxed, most economists view the
income tax as being biased towards the provision of home labor, re-
sulting in inefficient distribution of labor resources. For example,
if the person in the above example could earn $12,000 in work out-
side the home and pay $10,000 in child care, work outside the
home would be the efficient choice in the sense that the labor
would be applied where its value is greatest. However, if the
$12,000 in labor resulted in $2,000 or more in additional tax bur-
den, this individual would be better off by working in the home.
The government could eliminate or reduce this bias in several
ways. First, it could consider taxing the value of “home produc-
tion.” Most would consider this unfair and not feasible for adminis-
trative reasons. The second alternative would be to eliminate or re-
duce the burden of taxation on “secondary” earners when they do
enter the formal labor force. This approach was implemented
through the two-earner deduction (from 1982-1986), which allowed
a deduction for some portion of the earnings of the lesser-earning
spouse.52 Another approach, and part of present law, is to allow a
tax credit for child care expenses, provided both parents (or if un-

47 This discussion applies to childless couples as well.

48 Bﬁrter transactions involving labor services would generally be subject to income taxation
as well.

49 A neutral position is taken in this analysis as to whether actual parents can provide better
care for their own children than can other providers. Thus, since the child care can be obtained
in the marketplace for $10,000 in this example, it is assumed that this is the economic value
of the actual parent doing the same work.

50The tax on “secondary” earners may be quite high, as the first dollar of their earnings are
taxed at the highest Federal marginal tax rate applicable to the earnings of the “primary” earn-
ing spouse. Additionally, the earnings will face social security payroll taxes, and may bear State
and local income taxes as well. For further discussion of this issue, see Joint Committee on Tax-
ation, Present Law and Background Relating to Proposals to Reduce the Marriage Tax Penalty
(JCX-1-98), January 27, 1998.

51Even with the present lower child care credit, the net wage would still be lower because
of the social security taxes and any income taxes for which the taxpayer would be liable.

52 Joint Committee on Taxation, Present Law and Background Relating to Proposals to Reduce
the Marriage Tax Penalty (JCX-1-98), January 27, 1998, p. 6.
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married, a single parent) work outside the home. This latter ap-
proach is targeted to single working parents and two-earner fami-
lies with children, whereas the two-earner deduction applied to all
two-earner couples regardless of child care expenses.

The proposal to expand the dependent care credit would reduce
the tax burden on families that pay for child care relative to all
other taxpayers. Alternatives such as expanding the child tax cred-
it or the value of personal exemptions for dependents would target
tax relief to all families with children regardless of the labor
choices of the parents. However, families without sufficient income
to owe taxes would not benefit. If the objective were to further as-
sist all families with children, including those with insufficient in-
come to owe taxes, one would need to make the child credit refund-
able.

Proponents of the proposal argue that child care costs have risen
substantially, and the dependent care credit needs to be expanded
to reflect this and ensure that children are given quality care. Op-
ponents would argue that the current credit is a percentage of ex-
penses, and thus as costs rise so does the credit. However, to the
extent one has reached the cap on eligible expenses, this would not
be true. Furthermore, the maximum eligible employment-related
expenses and the income levels for the phaseout have not been ad-
justed for inflation since 1982, when the amounts of maximum eli-
gible employment-related expenses were increased. It also could be
argued that the increase is needed to lessen the income tax’s bias
against work outside of the home. However, the increase in the
number of two-parent families where both parents work might sug-
gest that any bias against work outside of the home must have
been mitigated by other forces, such as perhaps increased wages
available for work outside of the home. Others would argue that
the increasing number of two-earner couples with children is not
the result of any reduction in the income tax’s bias against work
outside of the home, but rather reflects economic necessity in many
cases.

Opponents of the proposal contend that all families with children
should be given any available tax breaks aimed at children, regard-
less of whether they qualify for the dependent care tax credit. In
this regard, they may support the element of the proposal extend-
ing a tax benefit to all taxpayers with dependents under the age
of one. This latter group may cite as support for their position that
the size of the personal exemption for each dependent is much
smaller than it would have been had it been indexed for inflation
in recent decades. In their view, even with the addition of the child
tax credit, the current tax Code does not adequately account for a
family with children’s decreased ability to pay taxes.

It is not clear whether opponents of the proposal also believe that
there should be biases in the income tax in favor of a parent stay-
ing at home with the children. It should be noted that married cou-
ples with children in which both parents work are often affected by
the so-called marriage penalty.53 Conversely, those for whom one
parent stays at home generally benefit from a “marriage bonus.”

53See Joint Committee on Taxation, Present Law and Background Relating to Proposals to
Reduce the Marriage Tax Penalty (JCX-1-98), January 27, 1998, p. 10.
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The proposal to increase the dependent care credit can be thought
of as a proposal to decrease the marriage penalty for families with
children.5>4

The appropriate role of government

Another argument against the proposal is that, by giving an in-
creased amount of credit based on money spent for child care, the
proposal contributes to a distortion away from other forms of con-
sumption and an incentive to overspend on child care. A counter-
argument is that there are positive externalities to quality child
care, and thus a distortion that encourages additional spending on
child care is good for society. However, opponents would counter
this argument with a similar argument that the best quality child
care will come from the actual parents, and thus if there should be
any bias in the provision of child care for reasons of quality it
should be a bias towards parents providing their own child care.
Such an argument is less tenable, however, for single parents for
whom work outside of the home is a necessity. Another response
is that, given the assumption that the government should subsidize
child care, there are better ways to improve availability and afford-
ability of adequate child care than through the tax code. It is pos-
sible that a direct spending initiative would be more efficient and
administrable.

Complexity and marginal rate issues

Some argue that the increased number (see the discussion of the
employer tax credit for expenses of supporting employee child care
in Part 1.C.2., below of this pamphlet) and complexity of provisions
in the tax code for social purposes (e.g., this proposal) complicates
the tax system and undermines the public’'s confidence in the fair-
ness of the income tax. Others respond that tax fairness should
sometimes outweigh simplicity for purposes of the tax code.

Some argue that the replacement of the maintenance of house-
hold test with a residency test is a significant simplification. Oth-
ers respond that taxpayers’ compliance burden will not be signifi-
cantly reduced because the dependency requirement which is re-
tained under the proposal requires the application of a set of rules
with a compliance burden similar to that of the maintenance of
household test.

The proposal’s modifications relating to the phase-out of the cred-
it raise the tax policy issue of complexity. By phasing out the de-
pendent care credit over the $30,000 to $60,000 income range,
many more families are likely to be in the phase-out ranges. For
those families the application of a phase-out is an increase in com-
plexity. In contrast, families with income levels who would be sub-
ject to the present-law phase-down range but not the phase-out
range under the proposal would enjoy a reduction in complexity.

Additionally, the taxpayer’'s phaseout occurs at a steeper rate
than under present law. Present law has a reduction in the credit
rate of 1 percent for each additional $2,000 of AGI in the phase-
out range. This proposal would reduce the credit rate by 1 percent

54Married couples with children in which both spouses work and that receive a marriage
bonus would also benefit from the dependent care proposal.



43

for each $1,000 of AGI in the phase-out range. The marginal tax
rate implied by the phaseout is thus twice as great as the marginal
tax rate under present law. Under present law, a taxpayer with
maximum eligible expenses of $4,800 will thus lose $48 in credits
for each $2,000 of income in the phase-out range, which is equiva-
lent to a marginal tax rate increase of 2.4 percentage points ($48/
$2,000). Under the proposal, marginal tax rates would be increased
by 4.8 percentage points ($48/$1,000) for those in the phase-out
range. Thus, the dependent care credit could decrease work effort
for two reasons. By increasing marginal tax rates for those in the
phase-out range, the benefit from working is reduced. Additionally,
for most recipients of the credit, after-tax incomes will have been
increased, which would enable the taxpayer to consume more of all
goods, including leisure. A positive effect on labor supply will exist
for those currently not working, for whom the increased credit
might be an incentive to decide to work outside of the home.55

2. Tax credit for employer-provided child care facilities

Present Law

Generally, present law does not provide a tax credit to employers
for supporting child care or child care resource and referral serv-
ices.56 An employer, however, may be able to claim such expenses
as deductions for ordinary and necessary business expenses. Alter-
natively, the taxpayer may be required to capitalize the expenses
and claim depreciation deductions over time.

Description of Proposal

Employer tax credit for supporting employee child care

Under the proposal, taxpayers would receive a tax credit equal
to 25 percent of qualified expenses for employee child care. These
expenses would include costs incurred: (1) to acquire, construct, re-
habilitate or expand property that is to be used as part of a tax-
payer's qualified child care facility; (2) for the operation of a tax-
payer’'s qualified child care facility, including the costs of training
and continuing education for employees of the child care facility; or
(3) under a contract with a qualified child care facility to provide
child care services to employees of the taxpayer. To be a qualified
child care facility, the principal use of the facility must be for child
care, and the facility must be duly licensed by the State agency
with jurisdiction over its operations. Also, if the facility is owned
or operated by the taxpayer, at least 30 percent of the children en-
rolled in the center (based on an annual average or the enrollment
measured at the beginning of each month) must be children of the
taxpayer’'s employees. If a taxpayer opens a new facility, it must
meet the 30-percent employee enrollment requirement within two
years of commencing operations. If a new facility failed to meet this
requirement, the credit would be subject to recapture.

S5 For further discussion of the impact of this provision on marginal tax rates and labor sup-
ply, see Joint Committee on Taxation, Present Law and Analysis Relating to Individual Effective
Marginal Tax Rates (JCS—3-98), February 3, 1998.

56 An employer may claim the welfare-to-work tax credit on the eligible wages of certain long-
term family assistance recipients. For purposes of the welfare-to-work credit, eligible wages in-
cludes amounts paid by the employer for dependent care assistance.
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To qualify for the credit, the taxpayer must offer child care serv-
ices, either at its own facility or through third parties, on a basis
that does not discriminate in favor of highly compensated employ-
ees.

Employer tax credit for child care resource and referral serv-
ices
Under the proposal, a taxpayer would be entitled to a tax credit
equal to 10 percent of expenses incurred to provide employees with
child care resource and referral services.

Other rules

A taxpayer’s total of these credits would be limited to $150,000
per year. Any amounts for which the taxpayer may otherwise claim
a tax deduction would be reduced by the amount of these credits.
Similarly, if the credits are taken for expenses of acquiring, con-
structing, rehabilitating, or expanding a facility, the taxpayer’'s
basis in the facility would be reduced by the amount of the credits.

Effective Date

The credits would be effective for taxable years beginning after
December 31, 1999.

Prior Action

The proposal was included in the President’s fiscal year 1999
budget proposal.

The Senate version of the Taxpayer Relief Act of 1997 would
have provided a temporary tax credit (taxable years 1998 through
2000) equal to 50 percent of an employer’s qualified child care ex-
penses for each taxable year. The maximum credit allowable would
not have exceeded $150,000 per year. This provision was not in-
cluded in the final conference agreement on the Taxpayer Relief
Act of 1997.

Analysis

It is argued that providing these tax benefits may encourage em-
ployers to spend more money on child care services for their em-
ployees and that increased quality and quantity of these services
will be the result. On the other hand, less desirable results may
include a windfall tax benefit to employers who would have en-
gaged in this behavior without provision of these tax benefits, and
a competitive disadvantage in the hiring and retaining of workers
for nonprofit organizations who cannot take advantage of these
new tax benefits.

Opponents of the proposal argue that adding complexity to the
tax law can undermine the public’s confidence in the fairness of the
tax law, and that the country’s child care problems and other social
policy concerns can be more efficiently addressed through a spend-
ing program than through a tax credit. Proponents argue that any
additional complexity in the tax law is outweighed by increased
fairness. They contend that present law has not taken into account
the changing demographics of the American workforce and the
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need to provide improved child care for the ever increasing num-
bers of two-earner families.

D. Tax Incentives to Revitalize Communities
1. Increase low-income housing tax credit per capita cap

Present Law

A tax credit, claimed over a 10-year period is allowed for the cost
of rental housing occupied by tenants having incomes below speci-
fied levels. The credit percentage for newly constructed or substan-
tially rehabilitated housing that is not Federally subsidized is ad-
justed monthly by the Internal Revenue Service so that the 10 an-
nual installments have a present value of 70 percent of the total
qualified expenditures. The credit percentage for new substantially
rehabilitated housing that is Federally subsidized and for existing
housing that is substantially rehabilitated is calculated to have a
present value of 30 percent qualified expenditures.

Except in the case of projects that also receive financing with
proceeds of tax-exempt bonds issued subject to the private activity
bond volume limit and certain carry-over amounts the aggregate
credit authority provided annually to each State is $1.25 per resi-
dent. Credits that remain unallocated by States after prescribed
periods are reallocated to other States through a “national pool.”

Description of Proposal
The $1.25 per capita cap would be increased to $1.75 per capita.

Effective Date

The proposal would be effective for calendar years beginning
after December 31, 1999.

Prior Action

A substantially similar proposal was included in the President’s
fiscal year 1999 budget proposal.

Analysis
Demand subsidies versus supply subsidies

As is the case with direct expenditures, the tax system may be
used to improve housing opportunities for low-income families ei-
ther by subsidizing rental payments (increasing demand) or by sub-
sidizing construction and rehabilitation of low-income housing
units (increasing supply).

The provision of Federal Section 8 housing vouchers is an exam-
ple of a demand subsidy. The exclusion of the value of such vouch-
ers from taxable income is an example of a demand subsidy in the
Internal Revenue Code. By subsidizing a portion of rent payments,
these vouchers may enable beneficiaries to rent more or better
housing than they might otherwise be able to afford. The low-in-
come housing credit is an example of a supply subsidy. By offering
a subsidy worth 70 percent (in present value) of construction costs,
the credit is designed to induce investors to provide housing to low-
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income tenants, or a better quality of housing, than otherwise
would be available.

A demand subsidy can improve the housing opportunities of a
low-income family by increasing the family’s ability to pay for more
or higher quality housing. In the short run, an increase in the de-
mand for housing, however, may increase rents as families bid
against one another for available housing. Consequently, while a
family who receives the subsidy may benefit by being able to afford
more or better housing, the resulting increase in market rents may
reduce the well-being of other families. In the long run, investors
should supply additional housing because higher rents increase the
income of owners of existing rental housing, and therefore may be
expected to make rental housing a more attractive investment.
This should ameliorate the short-term increase in market rents and
expand availability of low-income housing.

A supply subsidy can improve the housing opportunities of a low-
income family by increasing the available supply of housing from
which the family may choose. Generally, a supply subsidy increases
the investor’s return to investment in rental housing. An increased
after-tax return should induce investors to provide more rental
housing. As the supply of rental housing increases, the market
rents investors charge should decline as investors compete to at-
tract tenants to their properties. Consequently, not only could
qualifying low-income families benefit from an increased supply of
housing, but other renters could also benefit. In addition, owners
of existing housing may experience declines in income or declines
in property values as rents fall.

Efficiency of demand and supply subsidies

In principle, demand and supply subsidies of equal size should
lead to equal changes in improved housing opportunities. There is
debate as to the accuracy of this theory in practice. Some argue
that both direct expenditures and tax subsidies for rental payments
may not increase housing consumption dollar for dollar. One study
of the Federal Section 8 Existing Housing Program suggests that,
for every $100 of rent subsidy, a typical family increases its ex-
penditure on housing by $22 and increases its expenditure on other
goods by $78.57 While the additional $78 spent on other goods cer-
tainly benefits the family receiving the voucher, the $100 rent sub-
sidy does not increase their housing expenditures by $100.

Also, one study of government-subsidized housing starts between
1961 and 1977 suggests that as many as 85 percent of the govern-
ment-subsidized housing starts may have merely displaced unsub-
sidized housing starts.>8 This figure is based on both moderate-
and low-income housing starts, and therefore may overstate the po-
tential inefficiency of tax subsidies solely for low-income housing.
Displacement is more likely to occur when the subsidy is directed
at projects the private market would have produced anyway. Thus,
if relatively small private market activity exists for low-income
housing, a supply subsidy is more likely to produce a net gain in

57 See, W. Reeder, “The Benefits and Costs of the Section 8 Existing Housing Program,” Jour-
nal of Public Economics, 26, 1985.

58 M. Murray, “Subsidized and Unsubsidized Housing Starts: 1961-1977,” The Review of Eco-
nomics and Statistics, 65, November 1983.
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available low-income housing units because the subsidy is less like-
ly to displace otherwise planned activity.

The theory of subsidizing demand assumes that, by providing
low-income families with more spending power, their increase in
demand for housing will ultimately lead to more or better housing
being available in the market. However, if the supply of housing
to these families does not respond to the higher market prices that
rent subsidies ultimately cause, the result will be that all existing
housing costs more, the low-income tenants will have no better liv-
ing conditions than before, and other tenants will face higher
rents.5® The benefit of the subsidy will accrue primarily to the
property owners because of the higher rents.

Supply subsidy programs can suffer from similar inefficiencies.
For example, some developers who built low-income rental units
before enactment of the low-income housing credit, may now find
that the projects qualify for the credit. That is, the subsidized
project may displace what otherwise would have been an unsub-
sidized project with no net gain in number of low-income housing
units. If this is the case, the tax expenditure of the credit will re-
sult in little or no benefit except to the extent that the credit’s tar-
geting rules may force the developer to serve lower-income individ-
uals than otherwise would have been the case. In addition, by de-
pressing rents the supply subsidy may displace privately supplied
housing.

Efficiency of tax subsidies

Some believe that tax-based supply subsidies do not produce sig-
nificant displacement within the low-income housing market be-
cause low-income housing is unprofitable and the private market
would not otherwise build new housing for low-income individuals.
In this view, tax-subsidized low-income housing starts would not
displace unsubsidized low-income housing starts. However, the
bulk of the stock of low-income housing consists of older, physically
depreciated properties which once may have served a different cli-
entele. Subsidies to new construction could make it no longer eco-
nomic to convert some of these older properties to low-income use,
thereby displacing potential low-income units.

The tax subsidy for low-income housing construction also could
displace construction of other housing. Constructing rental housing
requires specialized resources. A tax subsidy may induce these re-
sources to be devoted to the construction of low-income housing
rather than other housing. If most of the existing low-income hous-
ing stock had originally been built to serve non-low-income individ-
uals, a tax subsidy to newly constructed low-income housing could
displace some privately supplied low-income housing in the long
run.

Supply subsidies for low-income housing may be subject to some
additional inefficiencies. Much of the low-income housing stock con-
sists of older structures. Subsidies to new construction may provide
for units with more amenities or units of a higher quality than low-
income individuals would be willing to pay for if given an equiva-

59 For example, supply may not respond to price changes if there exist construction, zoning,
or other restrictions on the creation of additional housing units.
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lent amount of funds. That is, rather than have $100 spent on a
newly constructed apartment, a low-income family may prefer to
have consumed part of that $100 in increased food and clothing. In
this sense, the supply subsidy may provide an inefficiently large
quantity of housing services from the point of view of how consum-
ers would choose to allocate their resources. However, to the extent
that maintenance of a certain standard of housing provides benefits
to the community, the subsidy may enhance efficiency. If the sup-
ply subsidy involves fixed costs, such as the cost of obtaining a
credit allocation under the low-income housing credit, a bias may
be created towards large projects in order to amortize the fixed cost
across a larger number of units. This may create an inefficient bias
in favor of large projects. On the other hand, the construction and
rehabilitation costs per unit may be less for large projects than for
small projects. Lastly, unlike demand subsidies which permit the
beneficiary to seek housing in any geographic location, supply sub-
sidies may lead to housing being located in areas which, for exam-
ple, are farther from places of employment than the beneficiary
would otherwise choose. In this example, some of benefit of the
supply subsidy may be dissipated through increased transportation
cost.

Targeting the benefits of tax subsidies

A supply subsidy to housing will be spent on housing; although,
as discussed above, it may not result in a dollar-for-dollar increase
in total housing spending. To insure that the housing, once built,
serves low-income families, income and rent limitations for tenants
must be imposed as is the case for demand subsidies. While an in-
come limit may be more effective in targeting the benefit of the
housing to lower income levels than would an unrestricted market,
it may best serve only those families at or near the income limit.

If, as with the low-income housing credit, rents are restricted to
a percentage of targeted income, the benefits of the subsidy may
not accrue equally to all low-income families. Those with incomes
beneath the target level may pay a greater proportion of their in-
come in rent than does a family with a greater income. On the
other hand, to the extent that any new, subsidy-induced housing
draws in only the targeted low-income families with the highest
qualifying incomes it should open units in the privately provided
low-income housing stock for others.

Even though the subsidy may be directly spent on housing, tar-
geting the supply subsidy, unlike a demand subsidy, does not nec-
essarily result in targeting the benefit of the subsidy to recipient
tenants. Not all of the subsidy will result in net additions to the
housing stock. The principle of a supply subsidy is to induce the
producer to provide something he or she otherwise would not.
Thus, to induce the producer to provide the benefit of improved
housing to low-income families, the subsidy must provide benefit to
the producer.

Targeting tax incentives according to income can result in creat-
ing high implicit marginal tax rates. For example, if rent subsidies
are limited to families below the poverty line, when a family is able
to increase its income to the point of crossing the poverty threshold
the family may lose its rent subsidy. The loss of rent subsidy is not
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unlike a high rate of taxation on the family’s additional income.
The same may occur with supply subsidies. With the low-income
housing credit, the percentage of units serving low-income families
is the criteria for receiving the credit. Again, the marginal tax rate
on a dollar of income at the low-income threshold may be very high
for prospective tenants.

Data relating to the low-income housing credit

Comprehensive data from tax returns concerning the low-income
housing tax credit currently are unavailable. However, Table 1,
below, presents data from a survey of State credit allocating agen-
cies.

Table 1.—Allocation of the Low-Income Housing Credit,

1987-1997
. Percentage

Years (millions)  (miflions)  llocated

1987 o $313.1 $62.9 20.1
1988 ... 311.5 209.8 67.4
1989 .. 314.2 307.2 97.8
1990 .o 317.7 2131 67.0
19911 e 497.3 400.6 80.6
19921 488.5 337.0 69.0
19931 546.4 424.7 78.0
19941 523.7 494.9 95.5
19951 432.6 420.9 97.0
199671 e 391.6 378.9 97.0
19971 387.3 382.9 99.0

Lincreased authority includes credits unallocated from prior years carried over
to the current year.

Source: Survey of State allocating agencies conducted by National Council of
State Housing Associations (1998).

Table 1 does not reflect actual units of low-income housing placed
in service, but rather only allocations of the credit to proposed
projects. Some of these allocations will be carried forward to
projects placed in service in future years. As such, these data do
not necessarily reflect the magnitude of the Federal tax expendi-
ture from the low-income housing credit. The staff of the Joint
Committee on Taxation (“Joint Committee staff’) estimates that
the fiscal year 1999 tax expenditure resulting from the low-income
credit will total $3.4 billion.6° This estimate would include revenue
lost to the Federal Government from buildings placed in service in
the 10 years prior to 1999. Table 1 shows a high rate of credit allo-
cations in recent years.

A Department of Housing and Urban Development study has at-
tempted to measure the costs and benefits of the low-income hous-
ing credit compared to that of the Federal Section 8 housing vouch-

60 Joint Committee on Taxation, Estimates of Federal Tax Expenditures for Fiscal Years 1999-
2003 (JCS-7-98), December 14, 1998, p. 18.
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er program.® This study attempts to compare the costs of provid-
ing a family with an identical unit of housing, using either a vouch-
er or the low-income housing credit. The study concludes that on
average the low-income housing credit provides the same unit of
housing as would the voucher at two and one half times greater
cost than the voucher program. However, this study does not at-
tempt to measure the effect of the voucher on raising the general
level of rents, nor the effect of the low-income housing credit on
lowering the general level of rents. The preceding analysis has sug-
gested that both of these effects may be important. In addition, as
utilization of the credit has risen, the capital raised per credit dol-
lar has increased. This, too, would reduce the measured cost of pro-
viding housing using the low-income credit.

Increasing State credit allocations

The dollar value of the State allocation of $1.25 per capita was
set in the 1986 Act and has not been revised. Low-income housing
advocates observe that because the credit amount is not indexed,
inflation has reduced its real value since the dollar amounts were
set in 1986. The Gross Domestic Product (“GDP”) price deflator for
residential fixed investment measures 39.9 percent price inflation
between 1986 and the third quarter of 1998. Had the per capita
credit allocation been indexed for inflation, using this index to re-
flect increased construction costs, the value of the credit today
would be approximately $1.75.62 While not indexing for inflation,
present law does provide for annual adjustments to the State credit
allocation authority based on current population estimates. Be-
cause the need for low-income housing can be expected to correlate
with population, the annual credit limitation already is adjusted to
reflect changing needs.

The revenue consequences estimated by the Joint Committee
staff of increasing the per capita limitation understate the long-run
revenue cost to the Federal Government. This occurs because the
Joint Committee staff reports revenue effects only for the 10-year
budget period. Because the credit for a project may be claimed for
10 years, only the total revenue loss related to those projects placed
in service in the first year are reflected fully in the Joint Commit-
tee staff's 10-year estimate. The revenue loss increases geometri-
cally throughout the budget period as additional credit authority is
granted by the States and all projects placed in service after the
first year of the budget period produce revenue losses in years be-
yond the 10-year budget period.

2. Tax credits for holders of Better America Bonds

Present Law

Tax-exempt bonds

Interest on debt incurred by States or local governments is ex-
cluded from income if the proceeds of the borrowing are used to

61U.S. Department of Housing and Urban Development, Evaluation of the Low-Income Hous-
ing Tax Credit: Final Report, February 1991.

62 Most Code provisions are indexed to the Consumer Price Index (“CPI"). Over this same pe-
riod, cumulative inflation as measured by the CPIl was approximately 49.5 percent. Indexing the
$1.25 to the CPI would have produced a value of approximately $1.87 today.
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carry out governmental functions of those entities or the debt is re-
paid with governmental funds (“governmental bonds”). These bonds
may include bonds used to finance the acquisition of land (or inter-
ests in land) and buildings. Interest on bonds that nominally are
issued by States or local governments, but the proceeds of which
are used (directly or indirectly) by a private person and payment
of which is derived from funds of such a private person (“private
activity bonds”) is taxable unless the purpose of the borrowing is
approved specifically in the Code or in another provision of a reve-
nue Act. These specified purposes include, but are not limited to,
privately owned and/or operated: (1) sewage facilities; (2) solid
waste disposal facilities; and (3) water systems. Issuance of most
qualified private activity bonds is subject to annual state volume
limits, currently the greater of $50 per resident, or $150 million if
greater.

Tax credits for interest on bonds

A nonrefundable tax credit in an amount equal to a credit rate
(set monthly by the Treasury Department) multiplied by the face
amount of certain qualified zone academy bonds is allowed to cer-
tain financial institutions (i.e., banks, insurance companies, and
corporations actively engaged in the business of lending money).
The credit rate applies to all bonds issued in a month. A taxpayer
holding a qualified zone academy bond on the credit allowance date
(i.e., the annual anniversary of the bond’'s issuance) is entitled to
a credit. The credit is includible in gross income (as if it were an
interest payment on the bond), and may be claimed against regular
income tax liability and alternative minimum tax liability. A quali-
fied zone academy bonds is defined as any bond issued by a State
or local government, provided that (1) at least 95 percent of the
proceeds are used for the purpose of renovating, providing equip-
ment to, developing course materials for use at, or training teach-
ers and other school personnel in a “qualified zone academy” and
(2) private entities have promised to contribute to the qualified
zone academy certain equipment, technical assistance or training,
employee services, or other property or services with a value equal
to at least 10 percent of the bond proceeds.

Expensing of certain environmental remediation expenses

Taxpayers can elect to treat certain environmental remediation
expenditures that would otherwise be chargeable to capital account
as deductible in the year paid or incurred (sec. 198). The deduction
applies for both regular and alternative minimum tax purposes.
The expenditure must be incurred in connection with the abate-
ment or control of hazardous substances at a qualified contami-
nated site. A qualified contaminated site generally is any property
that: (1) is held for use in a trade or business, for the production
of income, or as inventory; (2) is certified by the appropriate State
environmental agency to be located within certain targeted areas;
and (3) contains (or potentially contains) a hazardous substance
(so-called “brownfields”). In the case of property to which a quali-
fied environmental remediation expenditure otherwise would have
been capitalized, any qualified environmental remediation expendi-
ture deductions are subject to recapture as ordinary income upon
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sale or other disposition of the property (sec. 1245). The provision
applies only to eligible expenditures paid or incurred in taxable
years ending after August 5, 1997, and before January 1, 2001.

Description of Proposal

In general

The proposal would provide a tax credit to holders of a new cat-
egory of bonds, Better America Bonds (“BABs”),%3 issued by State
or local governments for certain specified purposes. The taxpayer
holding a BAB on the credit allowance date (i.e., the annual anni-
versary of the bond’s issuance) would be entitled to the credit. The
amount of the credit would determined by multiplying that BAB'’s
credit rate (set by the Treasury Department when the BAB was
issued) by the face amount of the holder's BAB. The credit would
be includible in gross income (as if it were an interest payment on
the bond), and could be claimed against regular income tax liability
and alternative minimum tax liability.

Authority to issue BABs

The Administrator of the Environmental Protection Agency
(“EPA™) would be given authority to allocate $1.9 billion dollars of
BAB authority to eligible issuers (i.e., States and local govern-
ments, including tribal governments, U.S. Possessions) annually for
five years beginning in the year 2000. Any amounts unallocated for
a year could be allocated in the following year. Any amounts allo-
cated to an eligible issuer in any year could be used for bond
issuance in that year or in any of the following three years.

The EPA would be directed to publish guidelines, before January
1, 2000, establishing the criteria to be used in an annual competi-
tion for authority to issue the BABs. Eligible issuers would apply
for an allocation of authority to issue the BABs and the EPA, in
consultation with other Federal agencies, would review these appli-
cations and allocate authority to issue BABs in conjunction with
the Community Empowerment Board.

Qualifying purposes for BABs

The proposal would limit the purposes for which BABS could be
issued by eligible issuers for: (1) acquisition of land for open space,
wetland, public parks or green ways to be owned by the State or
local government or 501(c)(3) entity whose exempt purpose includes
environmental preservation; (2) construction of visitors’ facilities to
be owned by the State or local government or 501(c)(3) entity
whose exempt purpose includes environmental preservation; (3) re-
mediation of land, in order to improve water quality, acquired
under (1) above, or of publicly owned open space, wetlands, or
parks, by undertaking reasonable measures to control erosion and
remediating conditions caused by prior disposal of toxic or other
waste; (4) acquisition of easements on privately owned open land
that prevent commercial development and any substantial change
in the use or character of the land; or (5) environmental assess-

63 The structure of BABs would be identical to the structure in the Administration’s fiscal year
2000 budget proposal for qualified school modernization bonds and qualified zone academy
bonds. (See discussion in Part 1.B.1, above.)
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ment and remediation of contaminated property owned by State or
local governments because it was abandoned by the prior owner.

Other rules applicable to BABs

No depreciation for tax purposes would be allowed with respect
to property financed with BABs. Also, no expenditures financed
with BAB proceeds would be eligible for expensing under the envi-
ronmental remediation rules of section 198.

Issuers of BABs would be required to allow eligible 501(c)(3) or-
ganizations to purchase the credit financed property at any time
after the end of its qualified use (e.g., at the end of the 15-year pe-
riod beginning on the date of issuance of the BAB) before selling
to another party. An eligible 501(c)(3) organization would have the
right, but not the obligation to purchase the property at that time
before the sale to another party. An eligible 501(c)(3) organization
must: (1) have exempt purposes which include environmental pro-
tection; (2) covenant to maintain the property in qualifying use in
perpetuity; and (3) hold an option to purchase the property. The
purchase price to the 501(c)(3) under the option would be the price
paid in conjunction with the expenditure of bond proceeds at the
beginning of the 15-year period. This option would be created when
the proceeds of the bond were are expended to purchase the prop-
erty and recorded pursuant to State law as a restrictive covenant
binding upon all successors. The actual option could be granted at
any time during the 15-year period beginning on the date of
issuance.

Rules generally applicable to tax credit bonds

The proposal sets forth certain rules that would apply to any “tax
credit bond” (i.e., BABs, qualified zone academy bonds, qualified
school modernization bonds).

Similar to the tax benefits available to holders of present-law
qualified zone academy bonds, the holders of tax credit bonds
would receive annual Federal income tax credits in lieu of interest
payments. Because the proposed credits would compensate the
holder for lending money, the credits would be treated as payments
of interest for Federal income tax purposes and, accordingly, would
be included in the holder’s gross income. As with present-law quali-
fied zone academy bonds, the “credit rate” for tax credit bonds
would be set by the Secretary of the Treasury so that, on average,
the bonds would be issued without interest, discount, or pre-
mium.84 The maximum term of the tax credit bond would be 15
years.

Any taxpayer would be able to hold a tax credit bond and thereby
claim the tax credit. The Treasury Department would provide regu-
lations regarding the treatment of credits that flow through from
a mutual fund to the holder of mutual fund shares. Unused credits
could not be carried back, but could be carried forward for 5 years.
The proposal would grant regulatory authority to the Secretary to

64To this end, the credit rate would be set equal to a measure of the yield on outstanding
corporate bonds, as specified in Treasury regulations, for the business day prior to the date of
issue. It is anticipated that the credit rate would be set with reference to a corporate AA bond
rate which could be published daily by the Federal Reserve Board or otherwise determined
under Treasury regulations.



54

require information returns to be provided with respect to holders
(including corporations) that are entitled to credits.

Under the proposal, issuers of tax credit bonds must reasonably
expect that, on the date of issue, 95 percent of the proceeds of the
bonds (including any investment earnings on such proceeds) would
be spent on qualifying purposes within three years and that any
property financed with bond proceeds would be used for a qualified
purpose for at least a 15-year period. In addition, the issuer must
incur a binding obligation with a third party to spend at least 10
percent of proceeds of the issue within 6 months of the date of
ISsue.

During the 3-year period after the date of issue, unexpended pro-
ceeds must be invested only in bank accounts or U.S. Treasury se-
curities with a maturity of three years or less. If the issuer estab-
lished a sinking fund for the repayment of the principal, all sinking
fund assets would have to be held in State and Local Government
Securities (SLGS) issued by the Treasury. Any proceeds of the
bonds (including any investment earnings on those proceeds) not
expended for qualifying purposes at the end of the 3-year period
must be used to redeem a pro rata portion of the bonds within 90
days.

Any property financed with tax credit bond proceeds must be
used for a qualifying purpose for at least a 15-year period after the
date of issuance. If the use of a bond-financed facility changed to
a non-qualifying use within that 15-year period, the bonds would
cease to be qualifying bonds and would accrue no further tax cred-
its. Further, the issuer would be required to reimburse the Treas-
ury for all tax credits (including interest) which accrued within
three years of the date of noncompliance. If the issuer failed to
make a full and timely reimbursement of tax credits, the Federal
government could proceed to collect against current holder(s) of the
bond for any remaining amounts.

Effective Date

The proposal would apply to bonds issued on or after January 1,
2000.

Prior Action
No prior action.

Analysis

The proposal would subsidize a portion of the cost of new invest-
ment in “green space” land and facilities, as well as certain envi-
ronmental remediation expenditures. Subsidizing such costs, it is
argued, increases the level of investment in socially desirable as-
sets over the level of investment that would take place in the ab-
sence of the subsidy. It is argued that significant public benefits
will be result, in the form of more public green space and a cleaner
environment.

Though called a tax credit, the Federal subsidy for BABs would
be economically equivalent to a direct payment by the Federal gov-
ernment of interest on taxable bonds, on behalf of the eligible
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issuers that benefits from the bond proceeds.> To illustrate, con-
sider any taxable bond that bears an interest rate of 10 percent.
A $1,000 bond would produce an interest payment of $100 annu-
ally. The bondholder receiving this payment would have $100, less
the tax owed on the interest income. If the taxpayer were in the
28-percent Federal tax bracket, taxpayer would have $72 after Fed-
eral tax. Regardless of whether the eligible issuer or the Federal
Government pays the interest, the taxpayer receives the same net-
of-tax return of $72. In the case of BABSs, interest is not actually
paid by the Federal Government, but rather, a tax credit of $100
is allowed to the holder of the bond. In general, a $100 tax credit
would be worth $100 to a taxpayer, provided that the taxpayer had
at least $100 in tax liability. However, the BABs proposal requires
the amount of the $100 credit to be included in the taxpayer’s in-
come. The taxpayer in the 28-percent tax bracket nets $72 after
Federal tax, just as on the bond. Similarly, the Federal Govern-
ment would be in the same position under the BABs proposal as
if it had paid the $100 interest on the bond. The Federal Govern-
ment loses $100 on the credit, but recoups $28 of that by the re-
quirement that it be included in income, for a net cost of $72. The
State and local government would also be in the same situation in
both cases.

The proposed tax credit arrangement to subsidize environmental
preservation and remediation raises some questions of administra-
tive efficiency and tax complexity. An alternative, direct expendi-
ture program under the direct control of the EPA would avoid the
involvement of the IRS in the administration of a program outside
its traditional area of expertise. Because potential purchasers of
the bonds must educate themselves as to whether the bonds qualify
for the credit, certain “information costs” are imposed on the buyer.
Additionally, since the determination as to whether the bond is
qualified for the credit ultimately rests with the Federal Govern-
ment, further risk is imposed on the investor. These information
costs and other risks serve to increase the credit rate and hence
the costs to the Federal Government for a given level of support for
environmental improvements. For these reasons, and the fact that
tax credit bonds will be less liquid than Treasury securities, the
bonds would bear a credit rate that is equal to a measure of the
yield on outstanding corporate bonds. The direct payment of inter-
est by the Federal Government on behalf of eligible issuers, which
was discussed above as being economically the equivalent of the
credit proposal, would be less complex, both as to the substantive
tax law, and as to the administration of the tax law, because the
interest could simply be reported like any other taxable interest.

Finally, the use of a tax credit has the effect that non-taxable en-
tities may not invest in these bonds to improve the environment
because they are unable to use the tax benefits provided under the
proposal. In the case of a direct payment of interest, by contrast,
tax-exempt organizations would be able to enjoy such benefits.

65This is true provided that the taxpayer faces tax liability of at least the amount of the cred-
it. Without sufficient tax liability, the proposed tax credit arrangement would not be as advan-
tageous. Presumably, only taxpayers who anticipate having sufficient tax liability to be offset
by the proposed credit would hold these bonds.
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3. New markets tax credit

Present Law

A number of tax incentives are available for investments and
loans in low-income communities. For example, tax incentives are
available to taxpayers that invest in specialized small business in-
vestment companies licensed by the Small Business Administration
("SBA”) to make loans to, or equity investments in, small busi-
nesses owned by persons who are socially or economically disadvan-
taged. A tax credit is allowed over a 10-year period for qualified
contributions to selected community development corporations that
provide assistance in economically distressed areas. A tax credit is
allowed over a 10-year period for rental housing occupied by ten-
ants having incomes below specified levels. Certain businesses that
are located in empowerment zones and enterprise communities des-
ignated by the Secretary of the Department of Housing and Urban
Development and the Secretary of the Department of Agriculture
also qualify for Federal tax incentives.

Description of Proposal

The proposal would create a new tax credit for qualified invest-
ments made to acquire stock (or other equity interests) in selected
community development entities (“CDE"). The credits would be al-
located to CDEs pursuant to Treasury Department regulations.
During the period 2000-2004, the maximum amount of invest-
ments that would qualify for the credit would be capped at an ag-
gregate annual amount of $1.2 billion (a maximum of $6 billion for
the entire period of the tax credit). If a CDE fails to sell equity in-
terests to investors up to the amount authorized within five years
of the authorization, then the remaining authorization would be
canceled, and the Treasury Department would have up to two
years to authorize another CDE to issue equity interests for the
unused portion.

The credit allowed to the investor (either the original purchaser
or a subsequent holder) would be a six-percent credit for each year
during the five-year period after the equity interest is purchased
from the CDE. A taxpayer holding a qualified investment would be
entitled to a credit on each anniversary date (for five years) of the
original investment with the CDE. The taxpayer’'s basis in the in-
vestment would be reduced by the amount of the credit. The credit
would be subject to the general business credit rules.

A “qualified investment” refers to an equity interest acquired di-
rectly from a CDE in exchange for cash.6é The equity interest must
not be redeemed (or otherwise cashed out) by the CDE for at least
five years. Substantially all of the investment proceeds must be
used by the CDE to make “qualified low-income community invest-
ments,” meaning equity investments in, or loans to, qualified active
businesses located in low-income communities.6? Qualified low-in-

66 To ensure that credits are available only for new equity investments in CDEs, the term
“qualified investment” would not include any stock or other equity interest acquired from a CDE
which made a substantial stock redemption or distribution (without a bona fide business pur-
pose therefor) in an attempt to avoid the purposes of the proposal.

67 If at least 85 percent of the aggregate gross assets of the CDE are invested (directly or indi-
rectly) in equity interests in, or loans to, qualified active businesses located in low-income com-
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come community investments could be made directly by a CDE, or
could be made indirectly through another CDE.58

A CDE would include (but would not be limited to) Community
Development Financial Institutions, Community Development Cor-
porations, Small Business Investment Corporations-LMIls, New
Market Venture Capital Firms, America’s Private Investment Cor-
porations, or other investment funds (including for-profit subsidi-
aries of nonprofit organizations). To be selected for a credit alloca-
tion, the CDE’s primary mission must be serving or providing in-
vestment capital for low-income communities or low-income per-
sons. The CDE also must maintain accountability to residents of
low-income communities (through representation on governing or
advisory boards, or otherwise), and at least 60 percent of its gross
assets must be invested in “qualified low-income community invest-
ments” or residential property located in low-income commu-
nities.°

As part of the credit allocation process, the Treasury Department
would certify entities as eligible CDEs. Certified entities would be
required to file annual reports demonstrating that they continue to
meet the requirements for initial certification, and would be re-
quired to identify the amount (and purchasers) of equity interests
with respect to which allocated credits may be claimed by the pur-
chaser and to demonstrate that the entity monitors its investments
to ensure that capital is used in low-income communities. If an en-
tity fails to be a CDE during the five-year period following the tax-
payer’'s purchase of an equity interest in the entity, or if the equity
interest is redeemed by the issuing entity during that five-year pe-
riod, then any credits claimed with respect to the equity interest
would be recaptured and no further credits would be allowed.

A “low-income community” would be defined as census tracts
with either (1) poverty rates of at least 20 percent (based on the
most recent census data), or (2) median family income which does
not exceed 80 percent of metropolitan area income (or for a non-
metropolitan census tract, 80 percent of non-metropolitan statewide
median family income). A “qualified active business” generally
would be defined as a business 70 which satisfies the requirements
of an “enterprise zone business” as defined in sec. 1397B(a) except
that there is no requirement that the employees of the business be
residents of the low-income community. Rental of improved com-
mercial real estate located in a low-income community (e.g., an of-
fice building or shopping mall) would be a qualified active business,
regardless of the characteristics of the commercial tenants of the
property. In addition, a qualified active business that receives a
loan from a CDE could include an organization that is organized
and operated on a non-profit basis. The purchase and holding of

munities, then there would be no need to trace the use of the proceeds from the particular stock
(or other equity ownership) issuance with respect to which the credit is claimed.

68 A CDE would be treated as indirectly making “qualified low-income community investment”
when it purchases loans previously made by another CDE which, in turn, uses the proceeds to
provide additional capital to qualified active businesses located in low-income communities.

69 Expenditures made by a CDE to provide financial counseling and certain other services to
businesses located in, and residents of, low-income communities would also be treated as “quali-
fied low-income community investment.”

70 As under current-law section 1394(b)(3)(D), the term “qualified active business” would in-
clude any trade or business which would qualify as such a business if the trade or business were
separately incorporated.
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unimproved real estate would not be a qualified active business. In
addition, a qualified active business would not include (a) any busi-
ness consisting predominantly of the development or holding of in-
tangibles for sale or license; (b) operation of any facility described
in sec. 144(c)(6)(B); or (c) any business if a significant equity inter-
est in such business is held by a person who also holds a signifi-
cant equity interest in the CDE.

The Treasury Department would be granted authority to pre-
scribe such regulations as may be necessary or appropriate to carry
out the purposes of the proposal, including regulations limiting the
benefit of the proposed tax credit in circumstances where invest-
ments are directly or indirectly being subsidized by other Federal
programs (e.g., low-income housing credit and tax-exempt bonds),
and regulations preventing abuse of the credit through the use of
related parties. The Treasury Department would issue regulations
describing the certification process for community development en-
tities, annual reporting requirements for such entities, and applica-
tion of the low-income community investment requirements to
start-up entities.

Effective Date

The proposal would be effective for qualified investments made
after December 31, 1999.

Prior Action
No prior action.

Analysis

The Administration proposal would create a new incentive for
taxpayers that make capital available for use in inner cities and
isolated rural communities, in the form of a guaranteed return on
an equity investment. Generally, a non-preferred equity investment
carries few or no guarantees of return. The incentive provided
under the Administration proposal is a guarantee of a 6-percent re-
turn annually for five years (in the form of a tax credit). Hence, for
taxpayers who can claim the new markets tax credit, their equity
investment in the CDE is similar to owning preferred stock in the
CDE which converts to common stock after five years, except that
the preferred dividend (the tax credit) is guaranteed by the Federal
government rather than backed by the revenue of the CDE. By
guaranteeing a return, the proposal both reduces the aggregate re-
turn the CDE must hope to earn in order to attract investors to the
CDE and reduces the risk of an investment in a CDE. Thus, the
proposal should reduce the cost of raising capital to the CDE. The
proposal requires the CDE to use the new capital to make equity
investments or loans to certain qualified low-income investments.

There may be a loss of efficiency from funneling a tax benefit to
qualified low-income community businesses through CDEs. If the
pool of potential qualifying investments is large relative to the pool
of CDE funds, the competing businesses would bid up the returns
they promise the CDE and, thereby, the tax benefit would remain
with the CDE rather than the businesses. On the other hand, if the
pool of potential qualifying investments is small relative to the pool
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of CDE funds, the CDEs would compete among themselves for
qualifying investments and the businesses would receive the bene-
fits of a lower cost of capital.

Proponents would argue that capital markets are not fully effi-
cient. In particular, a bias may exist against funding business ven-
tures in low-income communities, with investors demanding a
higher rate of return on such ventures than the proponents believe
is justified by market conditions. The proposal attempts to influ-
ence investment decisions by increasing the net, after-tax, return
to qualified low-income investments compared to other investments
in order to reverse the effects of this bias. By reducing the cost of
capital, the proposal could make location in a qualifying low-income
community profitable.

Opponents would argue that a higher cost of capital 71 does not
imply that markets are inefficient. The cost of capital reflects in-
vestors’ perceptions of risk. Where a business locates may increase
the probability of its failure and thereby increase its cost of capital.
Artificially diverting investment funds in one direction results in
certain investments that offer a lower rate of return being funded
in lieu of other investments that offer a higher rate of return.
Moreover, the proposal does not limit the CDE'’s investments to
those investments that otherwise have a higher cost of capital.
Loans to a Fortune 500 company would be permissible under the
proposal.

Proponents would argue that, even if the higher cost of capital
to such businesses is not the result of inefficiency of the capital
market, an important social goal can be achieved by helping target
investment to low-income communities. Opponents would argue
that this objective could be addressed through existing programs,
such as the community development corporations, the empower-
ment zones and enterprise communities, and by requirements of
the Community Reinvestment Act and other similar legislation.”2
The objective also is addressed, in part, by the SBA’s subsidized
loan program and present-law Code sections 1045 and 1202.73 They
also would question whether the proposal is the most efficient
means of achieving this objective. It will take time and resources
to implement this proposal. By contrast, the SBA already has pro-
grams in place that are designed to achieve similar objectives.

The proposal is expected to result in the imposition of new rec-
ordkeeping and other administrative burdens on CDEs. Each CDE
presumably would have to establish extensive procedures by which
it evaluates, selects and monitors the businesses and residential
properties in which it invests (and with its community accountabil-
ity requirements) on an ongoing basis to ensure its continued quali-
fication as a CDE. For example, a CDE that makes a loan to a
qualified active business in the low-income community would need

71 A higher cost of capital may take the form of higher interest rates charged on business
loans or a larger percentage of equity ownership per dollar invested.

72The proposal does not specify any rule for coordination of tax benefits under the new mar-
kets tax credit with empowerment zone tax benefits, nor does it specify coordination with any
appropriated funds that the taxpayer may receive as a result of undertaking a qualified invest-
ment.

73Small Business Investment Companies (“SBIC”) are similar in structure to the proposed
CDEs. An SBIC receives a reduction iIn its cost of capital from the Federal government through
loans from the SBA. The SBIC, in turn, uses this capital to make equity and debt investments
in qualified enterprises.
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to verify that the business satisfies the requirements of a “qualified
active business” throughout the term of the loan. Each CDE also
would need to develop a process by which it allocates the tax credit
to investors, and keep sufficient records concerning its investors
(and former investors) in the event it fails to maintain its CDE sta-
tus (which would result in a recapture of any credits claimed by in-
vestors within the previous five years). The CDEs also would have
additional reporting requirements for the Internal Revenue Service.

The proposal provides that the Treasury Department allocate the
tax credits among CDEs.”* In the absence of legislative criteria
providing qualifications for the allocation of the credits among
CDEs, some might question whether the proposal raises concerns
regarding the delegation of such taxing power by the Congress to
the Executive Branch.

4. Specialized small business investment companies

Present Law

Under present law, a taxpayer may elect to roll over without pay-
ment of tax any capital gain realized upon the sale of publicly-trad-
ed securities where the taxpayer uses the proceeds from the sale
to purchase common stock In a specialized small business invest-
ment company (“SSBIC") within 60 days of the sale of the securi-
ties. The maximum amount of gain that an individual may roll
over under this provision for a taxable year is limited to the lesser
of (1) $50,000 or (2) $500,000 reduced by any gain previously ex-
cluded under this provision. For corporations, these limits are
$250,000 and $1 million.

In addition, under present law, an individual may exclude 50
percent of the gain75> from the sale of qualifying small business
stock held more than five years. An SSBIC is automatically deemed
to satisfy the active business requirement which a corporation
must satisfy to qualify its stock for the exclusion.

Regulated investment companies (“RICs”) are entitled to deduct
dividends paid to shareholders. To qualify for the deduction, 90
percent of the company’s income must be derived from dividends,
interest and other specified passive income, the company must dis-
tribute 90 percent of its investment income, and at least 50 percent
of the value of its assets must be invested in certain diversified in-
vestments.

For purposes of these provisions, an SSBIC means any partner-
ship or corporation that is licensed by the Small Business Adminis-
tration under section 301(d) of the Small Business Investment Act
of 1958 (as in effect on May 13, 1993). SSBICs make long-term
loans to, or equity investments in, small businesses owned by per-
sons who are socially or economically disadvantaged.

Description of Proposal

Under the proposal, the tax-free rollover provision would be ex-
panded by (1) extending the 60-day period to 180 days, (2) making

74The proposal is silent as to how the Treasury Department is expected to allocate the credits
among the CDEs.

75The portion of the capital gain included in income is subject to a maximum regular tax rate
of 28 percent, and 42 percent of the excluded gain is a minimum tax preference.
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preferred stock (as well as common stock) in an SSBIC an eligible
investment, and (3) increasing the lifetime caps to $750,000 in the
case of an individual and to $2 million in the case of a corporation,
and repealing the annual caps.

The proposal also would provide that an SSBIC that is organized
as a corporation may convert to a partnership without imposition
of a tax to either the corporation or its shareholders, by transfer-
ring its assets to a partnership in which it holds at least an 80-
percent interest and then liquidating. The corporation would be re-
quired to distribute all its earnings and profits before liquidating.
The transaction must take place within 180 days of enactment of
the proposal. The partnership would be liable for a tax on any
“built-in” gain in the assets transferred by the corporation at the
time of the conversion.

The 50-percent exclusion for gain on the sale of qualifying small
business stock would be increased to 60 percent where the tax-
payer, or a pass-through entity in which the taxpayer holds an in-
terest, sells qualifying stock of an SSBIC.

For purposes of determining status as a RIC eligible for the divi-
dends received deduction, the proposal would treat income derived
by a SSBIC from its limited partner interest in a partnership
whose business operations the SSBIC does not actively manage as
income qualifying for the 90-percent test; would deem the SSBIC
to satisfy the 90-percent distribution requirement if it distributes
all its income that it is permitted to distribute under the Small
Business Investment Act of 1958; and would deem the RIC diver-
sification of assets requirement to be met to the extent the SSBIC'’s
investments are permitted under that Act.

Effective Date

The rollover and small business stock provisions of the proposal
would be effective for sales after date of enactment. The RIC provi-
sions would be effective for taxable years beginning on or after date
of enactment.

Prior Action

A similar proposal was included in the President’s fiscal year
1999 budget proposal.

Analysis

The proposal would make investments in SSBICs more attractive
by providing tax advantages of deferral and lower capital gains
taxes. Present law, and the proposal, attempt to distort taxpayer
investment decisions by increasing the net, after-tax, return to in-
vestments in SSBICs compared to other assets. Economists argue
that distortions in capital markets lead to reduced economic
growth. In an efficient capital market, market values indicate sec-
tors of the economy where investment funds are most needed. Arti-
ficially diverting investment funds in one direction or another re-
sults in certain investments that offer a lower rate of return being
funded in lieu of certain other investments that offer a higher rate
of return. The net outcome is a reduction in national income below
that which would otherwise be achieved. Proponents of the pro-
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posal argue that capital markets are not fully efficient. In particu-
lar, they argue that a bias exists against funding business ventures
undertaken by persons who are socially or economically disadvan-
taged.

Generally, the cost of capital is greater for small businesses than
for larger businesses. That is, investors demand a greater rate of
return on their investment in smaller businesses than in larger
businesses. The higher cost of capital may take the form of higher
interest rates charged on business loans or a larger percentage of
equity ownership per dollar invested. A higher cost of capital does
not imply that capital markets are inefficient. The cost of capital
reflects investors’ perceptions of risk and the higher failure rates
among small business ventures. There has been little study of
whether the cost of capital to small businesses, regardless of the
economic or social background of the entrepreneur, is “too high”
when the risk of business failure is taken into account.

Proponents of the proposal argue that, even if the higher cost of
capital to such businesses is not the result of inefficiency of the
capital market, an important social goal can be achieved by helping
more persons who are socially or economically disadvantaged gain
entrepreneurial experience. Opponents observe that, under present
law, that objective is addressed by the Small Business Administra-
tion’s subsidized loan program and present-law Code sections 1045
and 1202. They note that the proposal would not lower the cost of
capital for all small businesses or for all small businesses organized
by persons who are socially or economically disadvantaged, only
those businesses that receive some of their financing through an
SSBIC. Other investors do not receive these tax benefits even if
they make substantial investments in business ventures organized
by persons who are socially or economically disadvantaged. They
argue there is a loss of efficiency from funneling a tax benefit to
entrepreneurs through only one type of investment fund pool. In
the near term, some of the tax benefit may accrue to current own-
ers of SSBICs rather than to entrepreneurs as taxpayers seeking
to take advantage of the proposal bid up the price of shares of ex-
isting SSBICs. Proponents note that over the longer term, as more
funds flow into SSBICs and as new SSBICs are formed, there will
be a larger pool of funds available to qualified entrepreneurs and
those entrepreneurs will receive the benefits of a lower cost of cap-
ital.

5. Extend wage credit for two new empowerment zones

Present Law

Pursuant to the Omnibus Budget Reconciliation Act of 1993
("OBRA 1993"), the Secretaries of the Department of Housing and
Urban Development and the Department of Agriculture designated
a total of nine empowerment zones and 95 enterprise communities
on December 21, 1994. Of the nine empowerment zones, six are lo-
cated in urban areas and three are located in rural areas.?

76 The six urban empowerment zones are located in New York City, Chicago, Atlanta, Detroit,
Baltimore, and Philadelphia-Camden (New Jersey). The three rural empowerment zones are lo-
cated in the Kentucky Highlands (Clinton, Jackson and Wayne counties, Kentucky), Mid-Delta
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In general, businesses located in these empowerment zones qual-
ify for the following tax incentives: (1) a 20-percent wage credit for
the first $15,000 of wages paid to a zone resident who works in the
empowerment zone (the “wage credit”);”7” an additional $20,000 of
section 179 expensing for “qualified zone property” placed in serv-
ice by an “enterprise zone business”; and (3) special tax-exempt fi-
nancing for certain zone facilities. Businesses located in enterprise
communities are eligible for the special tax-exempt financing bene-
fits but not the other tax incentives available in the empowerment
zones. The tax incentives for empowerment zones and enterprise
communities generally remain in effect 10 years.

The Taxpayer Relief Act of 1997 (“1997 Act”) authorized the des-
ignation of two additional urban empowerment zones (the “new
urban empowerment zones”),”® and the designation of 20 additional
empowerment zones. The new urban empowerment zones, whose
designations take effect on January 1, 2000, are eligible for sub-
stantially the same tax incentives as the nine empowerment zones
authorized by OBRA 1993 except that the wage credit is phased
down beginning in 2005 and expires after 2007. Thus, the wage
credit rate for the two urban empowerment zones is 20 percent
during the period 2000 to 2004, 15 percent for calendar year 2005,
10 percent for calendar year 2006, and 5 percent for calendar year
2007. Businesses in the 20 additional empowerment zones are not
eligible for the wage credit (but are eligible to receive up to $20,000
of additional section 179 expensing and to utilize the special tax-
exempt financing benefits).

Description of Proposal

The proposal would provide that the wage credit for the new
urban empowerment zones would remain in effect for a 10-year pe-
riod. The wage credit would be phased down using the same per-
centages that apply to the empowerment zones designated under
OBRA 1993. Thus, the wage credit rate for the new urban em-
powerment zones would be 20 percent during the period 2000 to
2006, 15 percent for calendar year 2007, 10 percent for calendar
year 2008, and 5 percent for calendar year 2009.

Effective Date
The proposal would be effective as of January 1, 2000.

Prior Action
No prior action.

Analysis

The proposal would equalize the period during which the wage
credit is available for businesses in the new urban empowerment

Mississippi (Bolivar, Holmes, Humphreys, Leflore counties, Mississippi), and Rio Grande Valley
Texas (Cameron, Hidalgo, Starr, and Willacy counties, Texas).

77 For wages paid in calendar years during the period 1994 through 2001, the credit rate is
20 percent. The credit rate is reduced to 15 percent for calendar year 2002, 10 percent for cal-
endar year 2003, and 5 percent for calendar year 2004. No wage credit is available after 2004.

78 The new urban empowerment zones are located in Los Angeles, California and Cleveland,
Ohio.
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zones with the other tax benefits (i.e., the additional section 179
expensing and special tax-exempt financing for certain zone facili-
ties). Equalizing the period during which the wage credit is avail-
able with the period during which the other tax benefits are avail-
able may be appropriate if the tax benefits are viewed as mutually
interdependent to entice economic development to the new urban
empowerment zones. The proposal also would have the effect of
providing the new urban empowerment zones with the same length
of wage credit benefit as the nine original empowerment zones.
Currently, the effect of the wage credit and the other empower-
ment zone tax benefits is unclear. According to a June 1998 report
by the General Accounting Office (GAO), the IRS did not have suf-
ficient reliable data on the use of the wage credit (nor on the sec.
179 expensing benefit) in the nine original empowerment zones to
determine how often these incentives were used.”® The GAO is in
the process of collecting additional data from businesses within the
nine original empowerment zones that should help Congress evalu-
ate the effectiveness of the wage credit as a stimulus for economic
development, as well as provide data on businesses’ use of other
Federal tax incentives targeted at these empowerment zones.

E. Energy and Environmental Tax Provisions
1. Tax credit for energy-efficient building equipment

Present Law

No income tax credit is provided currently for investment in en-
ergy-efficient building equipment.

A 10-percent energy credit is allowed for the cost of new property
that is equipment (1) that uses solar energy to generate electricity,
to heat or cool a structure, or to provide solar process heat, or (2)
used to produce, distribute, or use energy derived from a geo-
thermal deposit, but only, in the case of electricity generated by
geothermal power, up to the electric transmission stage, and which
meet performance and quality standards prescribed by the Sec-
retary of the Treasury (after consultation with the Secretary of the
Energy). Public utility property does not qualify for the credit (sec.
48(a)).

A taxpayer may exclude from income the value of any subsidy
provided by a public utility for the purchase or installation of an
energy conservation measure. An energy conservation measure
means any installation or modification primarily designed to re-
duce consumption of electricity or natural gas or to improve the
management of energy demand with respect to a dwelling unit (sec.
136).

Description of Proposal

A credit of either 10 or 20 percent would be provided for the pur-
chase of certain types of highly energy-efficient building equipment:
fuel cells, electric heat pumps, advanced natural gas water heaters,
natural gas heat pumps, central air conditioners, electric heat

79GAO Report, Community Development Information on the Use of Empowerment Zone and
Enterprise Community Tax Incentives (GAO/RCED-98-203), June 1998.



65

pump hot water heaters and residential size electric heat pumps,
and advanced central air conditioners. The credit would be non-
refundable and subject to the dollar caps as specified. For busi-
nesses, it would be subject to the limitations on the general busi-
ness credit and would reduce the basis of the equipment.

10-percent credit

A credit of 10 percent of the purchase price (up to a maximum
of $250 per unit) would be allowed for the purchase of the following
building equipment:

Electric heat pumps (equipment using electrically powered vapor
compression cycles to extract heat from air in one space and deliver
it to air in another space) with a heating efficiency of at least 9
HSPF (Heating Seasonal Performance Factor) and a cooling effi-
ciency of at least 13.5 SEER (Seasonal Energy Efficiency Rating).

Central air conditioners with an efficiency of at least 13.5 SEER.

Advanced natural gas water heaters (equipment using a variety
of mechanisms to increase steady-state efficiency and reduce stand-
by and vent losses) with an Energy Factor of at least 0.65 in the
standard Department of Energy (DOE) test procedure.

20-percent credit

A credit of 20 percent of the purchase price would be allowed for
the purchase of the following building equipment:

Fuel cells (equipment using an electrochemical process to gen-
erate electricity and heat) with an electricity-only generation effi-
ciency of at least 35 percent and a minimum generating capacity
of 5 kilowatts. The maximum credit would be $500 per kilowatt of
capacity.

Electric heat pump hot water heaters (equipment using elec-
trically powered vapor compression cycles to extract heat from air
and deliver it to a hot water storage tank) with an Energy Factor
of at least 1.7 in the standard DOE test procedure. The maximum
credit would be $500 per unit.

Electric heat pumps with a heating efficiency of at least 9 HSPF
and a cooling efficiency of at least 15 SEER. The maximum credit
would be $500 per unit.

Central air conditioners with an efficiency of at least 15 SEER.
The maximum credit would be $500 per unit.

Advanced natural gas water heaters with an Energy Factor of at
least 0.80 in the standard DOE test procedure. The maximum cred-
it would be $500 per unit.

Natural gas heat pumps (equipment using either a gas-absorp-
tion cycle or a gas-driven engine to power the vapor compression
cycle to extract heat from one source and deliver it to another) with
a coefficient of performance for heating of at least 1.25 and for cool-
ing of at least 0.70. The maximum credit would be $1,000 per unit.

Effective Date

The 10-percent credit would be available for final purchases from
unrelated third parties after December 31, 1999, and before Janu-
ary 1, 2002. The 20-percent credit would be available for final pur-
chases from unrelated third parties after December 31, 1999, and
before January 1, 2004.
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Prior Action

The proposal is similar to a proposal in the President’s fiscal year
1999 budget proposal.

2. Tax credit for the purchase of energy-efficient new homes

Present Law

No deductions or credits are provided currently for the purchase
of energy-efficient new homes.

A taxpayer may exclude from income the value of any subsidy
provided by a public utility for the purchase or installation of an
energy conservation measure. An energy conservation measure
means any installation or modification primarily designed to re-
duce consumption of electricity or natural gas or to improve the
management of energy demand with respect to a dwelling unit (sec.
136).

Description of Proposal

A tax credit of up to $2,000 would be available to purchasers of
highly energy-efficient new homes that meet energy-efficiency
standards for heating, cooling and hot water that significantly ex-
ceed those of the IECC. A taxpayer may claim the credit only if the
new home is the taxpayer’s principal residence and reduces energy
use by prescribed amounts as compared to the IECC for single fam-
ily residences. The tax credit would be $1,000 for new homes that
are at least 30 percent more energy efficient than the IECC stand-
ard, $1,500 for new homes that are at least 40 percent more energy
efficient than the IECC standard, and $2,000 for new homes that
are at least 50 percent more energy efficient than the IECC stand-
ard.

Effective Date

The $1,000 credit would be available for final homes purchased
after December 31, 1999, and before January 1, 2002. The $1,500
credit would be available for final homes purchased after December
31, 1999, and before January 1, 2003. The $2,000 credit would be
available for final homes purchased after December 31, 1999, and
before January 1, 2005.

Prior Action

The proposal is similar to a proposal in the President’s fiscal year
1999 budget proposal.

3. Extend tax credit for high fuel-economy vehicles

Present Law

A 10-percent tax credit is provided for the cost of a qualified elec-
tric vehicle, up to a maximum credit of $4,000 (sec. 30). A qualified
electric vehicle is a motor vehicle that is powered primarily by an
electric motor drawing current from rechargeable batteries, fuel
cells, or other portable sources of electrical current, the original use
of which commences with the taxpayer, and that is acquired for the
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use by the taxpayer and not for resale. The full amount of the cred-
it is available for purchases prior to 2002. The credit begins to
phase down in 2002 and phases out in 2005.

Certain costs of qualified clean-fuel vehicle property may be ex-
pensed and deducted when such property is placed in service (sec.
179A). Qualified clean-fuel vehicle property includes motor vehicles
that use certain clean-burning fuels (natural gas, liquefied natural
gas, liquefied petroleum gas, hydrogen, electricity and any other
fuel at least 85 percent of which methanol, ethanol, any other alco-
hol or ether. The maximum amount of the deduction is $50,000 for
a truck or van with a gross vehicle weight over 26,000 pounds or
a bus with seating capacities of at least 20 adults; $5,000 in the
case of a truck or van with a gross vehicle weight between 10,000
and 26,000 pounds; and $2,000 in the case of any other motor vehi-
cle. Qualified electric vehicles do not qualify for the clean-fuel vehi-
cle deduction. The deduction phases down in the years 2002
through 2004.

Description of Proposal

The proposal would extend the present credit for qualified elec-
tric vehicles and provide temporary tax credits for fuel-efficient hy-
brid vehicles:

(1) Credit for electric vehicles.—The phase down of the credit for
electric vehicles would be eliminated and the credit would be ex-
tended through 2006. Thus, the maximum $4,000 credit would be
available for purchases before 2007.

(2) Credit for fuel-efficient hybrid vehicles.—The credit would be:
(a) $1,000 for each vehicle that is one-third more fuel efficient than
a comparable vehicle in its class; (b) $2,000 for each vehicle that
is two-thirds more fuel efficient than a comparable vehicle in its
class; (c) $3,000 for each vehicle that is twice as fuel efficient as
a comparable vehicle in its class; and (d) $4,000 for each vehicle
that is three times as fuel efficient as a comparable vehicle in its
class.

A qualifying hybrid vehicle would be a vehicle powered by on-
board fuel which uses regenerative braking and an energy storage
system that will recover at least 60 percent of the energy in a typi-
cal 70-0 braking event. A qualifying vehicle would have to meet all
emission requirements applicable to gasoline-powered automobiles.

These credits would be available for all qualifying light vehicles
including cars, minivans, sport utility vehicles, and light trucks.
Taxpayers who claim one of these credits would not be able to
claim the qualified electric vehicle credit or the deduction for clean-
fuel vehicle property for the same vehicle.

Effective Date

The $1,000 credit would be effective for purchases of qualifying
vehicles after December 31, 2002 and before January 1, 2005; the
$2,000 credit would be effective for purchases of qualifying vehicles
after December 31, 2002 and before January 1, 2007; the $3,000
credit would be effective for purchases of qualifying vehicles after
December 31, 2003 and before January 1, 2007; and the $4,000
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credit would be effective for purchases of qualifying vehicles after
December 31, 2003 and before January 1, 2007.

Prior Action

The proposal is similar to a proposal in the President’s fiscal year
1999 budget proposal.

4, Tax credit for combined heat and power (“CHP”) systems

Present Law

Combined heat and power (“CHP”) systems are used to produce
electricity and process heat and/or mechanical power from a single
primary energy source. A tax credit is currently not available for
investments in CHP systems.

Depreciation allowances for CHP property vary by asset use and
capacity. Assets employed in the production of electricity with
rated total capacity in excess of 500 kilowatts, or employed in the
production of steam with rated total capacity in excess of 12,500
pounds per hour, and used by the taxpayer in an industrial manu-
facturing process or plant activity (and not ordinarily available for
sale to others), have a general cost recovery period of 15 years.
Electricity or steam production assets of lesser rated capacity gen-
erally are classified with other manufacturing assets and have cost
recovery periods of 5 to 10 years. Assets used in the steam power
production of electricity for sale, including combustion turbines op-
erated in a combined cycle with a conventional steam unit, have a
20-year recovery period. Other turbines and engines used to
produce electricity for sale have a 15-year recovery period. Assets
that are structural components of buildings have a recovery period
of either 39 years (if nonresidential) or 27.5 years (if residential).
For assets with recovery periods of 10 years or less, the 200-per-
cent declining balance method may be used to compute deprecia-
tion allowances. The 150-percent declining balance method may be
used for assets with recovery periods of 15 or 20 years. The
straight-line method must be used for buildings and their struc-
tural components.

Description of Proposal

The proposal would establish an 8-percent investment credit for
qualified CHP systems with an electrical capacity in excess of 50
kilowatts or with a capacity to produce mechanical power in excess
of 67 horsepower (or an equivalent combination of electrical and
mechanical energy capacities). CHP property would be defined as
property comprising a system that uses the same energy source for
the simultaneous or sequential generation of (1) electricity or me-
chanical shaft power (or both) and (2) steam or other forms of use-
ful thermal energy (including heating and cooling applications). A
qualified CHP system would be required to produce at least 20 per-
cent of its total useful energy in the form of thermal energy and
at least 20 percent of its total useful energy in the form of electrical
or mechanical power (or a combination thereof) and would also be
required to satisfy an energy-efficiency standard. For CHP systems
with an electrical capacity in excess of 50 megawatts (or a mechan-
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ical energy capacity in excess of 67,000 horsepower), the total en-
ergy efficiency of the system would have to exceed 70 percent. For
smaller systems, the total energy efficiency would have to exceed
60 percent. For this purpose, total energy efficiency would be cal-
culated as the sum of the useful electrical, thermal, and mechanical
power produced by the system at normal operating rates, measured
on a Btu basis, divided by the lower heating value of the primary
fuel source for the system supplied. The credit would be allowed
with respect to qualified CHP property only if its eligibility is veri-
fied under regulations prescribed by the Secretary of the Treasury.
The regulations would require taxpayers claiming the credit to ob-
tain proper certification by qualified engineers that the system
meets the energy-efficiency and percentage-of-energy tests.

Investments in qualified CHP assets that are otherwise assigned
cost recovery periods of less than 15 years would be eligible for the
credit, provided that the taxpayer elected to treat such property as
having a 22-year class life. Thus, regular tax depreciation allow-
ances would be calculated using a 15-year recovery period and the
150-percent declining balance method.

The credit would be treated as energy property under the invest-
ment credit component of the section 38 general business credit,
and would be subject to the rules and limitations governing such
property. Thus, only property placed in service in the United States
would be eligible for the credit, and the basis of qualified property
would be reduced by the amount of the credit. Regulated public
utilities claiming the credit would be required to use a normaliza-
tion method of accounting with respect to the credit. Taxpayers
using the credit for CHP equipment would not be entitled to any
other tax credit for the same equipment.

Effective Date

The credit would apply to investments in CHP equipment placed
in service after December 31, 1999, but before January 1, 2003.

Prior Action

The proposal is similar to a proposal in the President’s fiscal year
1999 budget proposal.

5. Tax credit for rooftop solar equipment

Present Law

Nonrefundable business energy tax credits are allowed for 10
percent of the cost of qualified solar and geothermal energy prop-
erty (sec. 48(a)). Solar energy property that qualifies for the credit
includes any equipment that uses solar energy to generate elec-
tricity, to heat or cool (or provide hot water for use in) a structure,
or to provide solar process heat.

The business energy tax credits are components of the general
business credit (sec. 38(b)(1)). The business energy tax credits,
when combined with all other components of the general business
credit, generally may not exceed for any taxable year the excess of
the taxpayer’s net income tax over the greater of (1) 25 percent of
net regular tax liability above $25,000 or (2) the tentative mini-
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mum tax. For credits arising in taxable years beginning after De-
cember 31, 1997, an unused general business credit generally may
be carried back one year and carried forward 20 years (sec. 39).

Description of Proposal

A tax credit would be available for purchasers of rooftop photo-
voltaic systems and solar water heating systems located on or adja-
cent to the building for uses other than heating swimming pools.
The credit would be equal to 15 percent of qualified investment up
to a maximum of $1,000 for solar water heating systems and
$2,000 for rooftop photovoltaic systems. This credit would be non-
refundable. For businesses, this credit would be subject to the limi-
tations of the general business credit. The depreciable basis of the
qualified property would be reduced by the amount of the credit
claimed. Taxpayers would have to choose between the proposed
credit and the present business energy credit for each investment.

Effective Date

The proposal would be effective for equipment placed in service
after December 31, 1999 and before January 1, 2005 for solar water
heating systems, and for equipment placed in service after Decem-
ber 31, 1999 and before January 1, 2007 for rooftop photovoltaic
systems.

Prior Action

Other than delaying the effective date for one year, the proposal
is identical to a proposal in the President’s fiscal year 1999 budget
proposal.

6. Extend wind and biomass tax credit

Present Law

An income tax credit is allowed for the production of electricity
from either qualified wind energy or qualified “closed-loop” biomass
facilities (sec. 45). The credit is equal to 1.7 cents (1.5 cents plus
adjustments for inflation since 1992) per kilowatt hour of electricity
produced from these qualified sources during the 10-year period
after the facility is placed in service.

The credit applies to electricity produced by a qualified wind en-
ergy facility placed in service after December 31, 1993, and before
July 1, 1999, and to electricity produced by a qualified closed-loop
biomass facility placed in service after December 31, 1992, and be-
fore July 1, 1999. Closed-loop biomass is the use of plant matter,
where the plants are grown for the sole purpose of being used to
generate electricity. It does not apply to the use of waste materials
(including, but not limited to, scrap wood, manure, and municipal
or agricultural waste). It also does not apply to taxpayers who use
standing timber to produce electricity. In order to claim the credit,
a taxpayer must own the facility and sell the electricity produced
by the facility to an unrelated party.

The credit for electricity produced from wind or closed-loop bio-
mass is a component of the general business credit (sec. 38(b)(1)).
This credit, when combined with all other components of the gen-
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eral business credit, generally may not exceed for any taxable year
the excess of the taxpayer’'s net income tax over the greater of (1)
25 percent of net regular tax liability above $25,000 or (2) the ten-
tative minimum tax. For credits arising in taxable years beginning
after December 31, 1997, an unused general business credit gen-
erally may be carried back one taxable year and carried forward 20
taxable years.

Description of Proposal

The proposal would extend the current credit for 5 years, to fa-
cilities placed in service before July 1, 2004, and would expand eli-
gible biomass sources for facilities placed in service before July 1,
2004. In addition, biomass that is co-fired in coal plants to produce
electricity would be eligible for the credit at a reduced rate (1.0
cent per kilowatt hour adjusted for inflation after 1999) through
June 30, 2004. Biomass qualifying for the credit would include (in
addition to closed-loop biomass) any solid, nonhazardous, cellulosic
waste material, that is segregated from other waste materials, and
that is derived from the following forest-related resources: mill resi-
dues, pre-commercial thinnings, slash and brush, but not including
old growth timber, waste pallets, crates, and dunnage, and land-
scape or right-of-way tree trimmings, and biomass derived from ag-
riculture sources, including orchard tree crops, vineyard grain, leg-
umes, sugar, and other crop-by-products or residues. Unsegregated
municipal solid waste (garbage) would not qualify for the credit.

Effective Date

The proposal would be effective on the date of enactment, for fa-
cilities placed in service prior to July 1, 2004.

Prior Action

A proposal to extend the current credit for 5 years was included
in the President’s fiscal year 1999 budget proposal. A provision to
extend this credit for two years (i.e., for facilities placed in service
before July 1, 2001), was included in the Senate version of the Tax-
payer Relief Act of 1997, but was not included in the final con-
ference agreement. A provision to sunset the credit was included in
the House version of the Balanced Budget Act of 1995.

Analysis for Items 1-6

General rationale for tax benefits for energy conservation
and pollution abatement

The general rationale for providing tax benefits to energy con-
servation and pollution abatement is that there exist externalities
in the consumption or production of certain goods. An externality
exists when, in the consumption or production of a good, there is
a difference between the cost or benefit to an individual and the
cost or benefit to society as a whole.8% When the social costs of con-
sumption exceed the private costs of consumption, a negative exter-

80|t should be noted that the social cost or benefit includes the cost or benefit to the individ-
ual actually doing the consuming or producing.
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nality exists. When the social benefits from consumption or produc-
tion exceed private benefits, a positive externality is said to exist.
When negative externalities exist, there will be over consumption
of the good causing the negative externality relative to what would
be socially optimal. When positive externalities exist, there will be
under consumption or production of the good producing the positive
externality. The reason for the over consumption or under con-
sumption is that private actors will in general not take into ac-
count the effect of their consumption on others, but only weigh
their personal cost and benefits in their decisions. Thus, they will
consume goods up to the point where their marginal benefit of
more consumption is equal to the marginal cost that they face. But
from a social perspective, consumption should occur up to the point
where the marginal social cost is equal to the marginal social bene-
fit. Only when there are no externalities will the private actions
lead to the socially optimal level of consumption or production, be-
cause in this case private costs and benefits will be equal to social
costs and benefits.

Pollution is an example of a negative externality, because the
costs of pollution are borne by society as a whole rather than solely
by the polluters themselves. In the case of pollution, there are two
possible government interventions that could produce a more so-
cially desirable level of pollution. One such approach would be to
set a tax on the polluting activity that is equal to the social cost
of the pollution. Thus, if burning a gallon of gasoline results in pol-
lution that represents a cost to society as a whole of 20 cents, it
would be economically efficient to tax gasoline at 20 cents a gallon.
By so doing, the externality is said to be internalized, because now
the private polluter faces a private cost equal to the social cost, and
the socially optimal amount of consumption will take place. An al-
ternative approach would be to employ a system of payments, such
as perhaps tax credits, to essentially pay polluters to reduce pollu-
tion. If the payments can be set in such a way as to yield the right
amount of reduction (that is, without paying for reduction more
than the reduction is valued, or failing to pay for a reduction where
the payment would be less than the value of the pollution reduc-
tion), the socially desirable level of pollution will result.81 The basic
difference between these two approaches is a question of who pays
for the pollution reduction. The tax approach suggests that the
right to clean air is paramount to the right to pollute, as polluters
would bear the social costs of their pollution. The alternative ap-
proach suggests that the pollution reduction costs should be borne
by those who receive the benefit of the reduction.

In the case of a positive externality, the appropriate economic
policy would be to impose a negative tax (i.e., a credit) on the con-
sumption or production that produces the positive externality. By
the same logic as above, the externality becomes internalized, and
the private benefits from consumption become equal to the social

811t should be noted that this approach would be unwieldy to implement, as it would in gen-
eral require case by case decisions as to the expenditure of funds to reduce pollution, rather
than relying on market mechanisms once a socially efficient price has been set, as through the
appropriate tax. Also, it can be difficult to measure pollution reduction, as the base from which
the reduction is measured would necessarily be somewhat arbitrary. As a related matter, a gen-
eral policy of paying for pollution reduction could, in theory, lead to threats to pollute in order
to extract the payment.
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benefits, leading to the socially optimal level of consumption or pro-
duction.

Targeted investment tax credits

Five of the President's revenue proposals related to energy and
the environment are targeted investment tax credits designed to
encourage investment in certain assets that reduce the emissions
of gases related to atmospheric warming.82 The following general
analysis of targeted investment tax credits is applicable to these
proposals.

As a general matter of economic efficiency, tax credits designed
to influence investment choices should be used only when it is ac-
knowledged that market-based pricing signals have led to a lower
level of investment in a good than would be socially optimal. In
general, this can occur in a market-based economy when private in-
vestors do not capture the full value of an investment—that is,
when there are positive externalities to the investment that accrue
to third parties who did not bear any of the costs of the invest-
ments.83 For example, if an individual or corporation can borrow
funds at 10 percent and make an investment that will return 15
percent, they will generally make that investment. However, if the
return were 15 percent, but only 8 percent of that return went to
the investor, and 7 percent to third parties, the investment will
generally not take place, even though the social return (the sum of
the return to the investor and other parties) would indicate that
the investment should be made. In such a situation, it may be de-
sirable to subsidize the return to the investor through tax credits
or other mechanisms in order that the investor’'s return is sufficient
to cause the socially desirable investment to be made. In this ex-
ample, a credit that raised the return to the investor to at least 10
percent would be necessary. Even if the cost of the credit led to tax
increases for the third parties, they would presumably be better off
since they enjoy a 7-percent return from the investment, and the
credit would only need to raise the return to the investor by 2 per-
cent for him or her to break even. Thus, even if the third parties
would bear the full cost of the credit, they would, on net, enjoy a
5-percent return to the investment (7 percent less 2 percent).84

There are certain aspects of targeted tax credits that could im-
pair the efficiency with which they achieve the desired goal of re-
duced atmospheric emissions. By targeting only certain invest-
ments, other more cost-effective means of pollution reduction may
be overlooked. Many economists would argue that the most effi-
cient means of addressing pollution would be through a direct tax
on the pollution-causing activities, rather than through the indirect

82 Another credit proposal, a production credit for electricity produced from wind or biomass,
is discussed below.

83 Investment in education is often cited as an example where the social return may exceed
the private return, i.e., there are positive externalities.

84The actual calculation as to whether the credit would improve economic efficiency should
also consider the economic costs imposed to raise the necessary tax revenues to pay for the cred-
it. Unless taxation is perfectly efficient (i.e., no distortions are imposed in raising tax revenue),
the costs to society of raising a dollar in public funds will exceed a dollar. For a discussion of
this issue, see Charles Ballard, John Shoven, and John Whalley, “General Equilibrium Com-
putations of the Marginal Welfare Costs of Taxes in the United States,” American Economic Re-
view, March 1985, pp. 128-38; and Charles Ballard, John Shoven, and John Whalley, “The Total
Welfare Cost of the United States Tax System: A General Equilibrium Approach,” National Tax
Journal, June 1985, pp. 125-40.
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approach of targeted tax credits for certain technologies. By this
approach, the establishment of the economically efficient prices on
pollutants, through taxes, would result in the socially optimal level
of pollution. This would indirectly lead to the adoption of the tech-
nologies favored in the President’s budget, but only if they were in
fact the most socially efficient technologies. In many cases, how-
ever, establishing the right prices on pollution-causing activities
through taxes could be administratively infeasible, and other solu-
tions such as targeted credits may be more appropriate.

A second potential inefficiency of investment tax credits is one of
budgetary inefficiency, in the sense that their budgetary costs could
be large relative to the incremental investment in the targeted ac-
tivities. The reason for this is that there will generally have been
investment in the activities eligible for the credit even in the ab-
sence of the credit. Thus, for example, if investors planned to invest
a million dollars in an activity before a 10-percent credit, and the
credit caused the investment to rise $100,000 to $1.1 million be-
cause of the credit, then only $100,000 in additional investment
can be attributed to the credit. However, all $1.1 million in invest-
ments will be eligible for the 10-percent credit, at a budgetary cost
of $110,000 (10 percent of 1.1 million). Thus, only $100,000 in addi-
tional investment would be undertaken, at a budgetary cost of
$110,000. Because there is a large aggregate amount of investment
undertaken without general investment credits, introducing a gen-
eral credit would subsidize much activity that would have taken
place anyway.85

Targeted credits like the President’s proposals, on the other
hand, are likely to be more cost effective, from a budget perspec-
tive, in achieving the objective of increased investment, if only for
the reason that a government would likely not consider their use
if there were already extensive investment in a given area.sé Thus,
investment that would take place anyhow is not subsidized, be-
cause there presumably is not much of such investment taking
place. The presumption behind the targeted tax credits in the
President’'s budget proposals is that there is not sufficient invest-
ment in the targeted areas because the alternative and more emis-
sions-producing investments are less costly to the investor. Hence,
a tax credit would be necessary to reduce costs and encourage in-
vestment in the favored activity.

A final limitation on the efficiency of the proposed credits is their
restricted availability. The proposed tax credits come with several
limitations beyond their stipulated dollar limitation. Specifically,
they are all nonrefundable and cannot offset tax liability deter-
mined under the AMT. Certain of the proposals, such as the credit
for rooftop solar equipment and the credits for certain energy-effi-
cient building equipment, have a cap on the dollar amount of the
credit, and thus after the cap is reached the marginal cost of fur-
ther investment becomes equal to the market price again, which is

85For a general discussion of the effects of tax policy on business fixed investment, see Alan
Auerbach and Kevin Hassett, “Tax Policy and Business Fixed Investment in the United States,”
Journal of Public Economics, Vol. 47, No. 2, March 1992.

86 For example, there would be no need for a targeted tax credit for construction of coffee
shops, as most would agree that the operation of the free market leads to a sufficient number
of coffee shops.
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presumed to be inefficient.8? The impact of these limitations is to
make the credit less valuable to those without sufficient tax liabil-
ity to claim the full credit, for those subject to the AMT, or those
who have reached any cap on the credit. Given the arguments out-
lined above as to the rationale for targeted tax credits, it is not eco-
nomically efficient to limit their availability based on the tax status
of a possible user of the credit. It can be argued that, if such social
benefits exist and are best achieved through the tax system, the
credit should be both refundable and available to AMT taxpayers.
Some would argue that making the credits refundable may intro-
duce compliance problems that would exceed the benefits from en-
couraging the targeted activities for the populations lacking suffi-
cient tax liability to make use of the credit. With respect to the
AMT, the rationale for the limitation is to protect the objective of
the AMT, which is to insure that all taxpayers pay a minimum (de-
termined by the AMT) amount of tax. Two differing policy goals
thus come in conflict in this instance. Similarly, caps on the aggre-
gate amount of a credit that a taxpayer may claim are presumably
designed to limit the credit's use out of some sense of fairness, but
again, this conflicts with the goal of pollution reduction.

A justification for targeted tax credits that has been offered with
respect to some pollution abatement activities, such as home im-
provements that would produce energy savings (installation of en-
ergy saving light bulbs or attic insulation, for example), is that the
investment is economically sound at unsubsidized prices, but that
homeowners or business owners are unaware of the high returns
to the investments.88 The argument for targeted tax credits in this
case is that they are needed to raise the awareness of the home-
owner, or to lower the price sufficiently to convince the homeowner
that the investment is worthwhile, even though the investment is
in their interest even without the subsidy. These arguments have
been called into question recently on the grounds that the returns
to the investments have been overstated by manufacturers, or are
achievable only under ideal circumstances. This view holds that the
returns to these investments are not dissimilar to other invest-
ments of similar risk profile, and that homeowners have not been
economically irrational in their willingness to undertake certain en-
ergy saving investments.82 Of course, to the extent that there are
negative externalities from the private energy consumption, these
households, though making rational private choices, will not make
the most socially beneficial choices without some form of subsidy.

87The cap on the credit for rooftop solar equipment is a per-taxpayer cap. The cap for the
energy efficient building equipment is a per-unit cap, which could encourage an economically
inefficient proliferation of units, rather than use of a single larger unit, in order to take advan-
tage of the credits.

88 See Jerry A. Hausman, “Individual Discount Rates and the Purchase and Utilization of En-
ergy-Using Durables,” Bell Journal of Economics and Management Science, vol. 10, Spring 1979.
Hausman'’s study concluded that the mean household discount rate for evaluating the purchase
of a more efficient room air conditioner was between 15 and 25 percent in 1975 to 1976. These
discount rates generally exceeded consumer loan rates at that time. In addition, information
about the relative efficiency of different models was available. During this time period, room
air conditioners carried information tags reporting the energy efficiency and expected operating
costs of various models.

89See Gilbert Metcalf and Kevin Hassett, “Measuring the Energy Savings from Home Im-
provement Investments: Evidence from Monthly Billing Data”, Working paper No. 6074, Na-
tional Bureau of Economic Research, June 1997.
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A final justification offered for targeted tax credits in some in-
stances is to “jump start” demand in certain infant industries in
the hopes that over time the price of such goods will fall as the re-
wards from competition and scale economies in production are
reaped. However, there is no guarantee that the infant industry
would ultimately become viable without continued subsidies. This
argument is often offered for production of electric cars—that if the
demand is sufficient the production costs will fall enough to make
them ultimately viable without subsidies. This justification is con-
sistent with the current proposals in that the credits are available
only for a limited period of time.

Production credit for wind and biomass

The wind and biomass tax credit is different from the other tax
credits in that the credit amount is based on production, rather
than on investment. Some argue that a production credit provides
for a stream of tax benefits, rather than an up-front lump sum, and
that the stream of benefits can help provide financing for invest-
ment projects that would use wind or biomass facilities. On the
other hand, an up-front tax credit provides more certainty, as the
future production credits could possibly be curtailed by future Con-
gresses. In general, investors prefer certainty to uncertainty, and
thus may discount the value of future production credits. Another
difference between a production credit and an investment credit is
that the latter provides only a temporary distortion to the mar-
ket—once the investment is made, normal competitive market con-
ditions will prevail and the rational firm will only produce its end
product if it can cover its variable costs. With a production credit,
a firm may actually profitably produce even though it cannot cover
its variable costs in the absence of the credit. This would generally
be considered an economically inefficient outcome unless there are
positive externalities to the production of the good that exceed the
value of the credit.?0 If it is presumed that the electricity produced
from wind or biomass substitutes for electricity produced from the
burning of fossil fuels, economic efficiency will be improved so long
as the credit does not have to be set so high in order to encourage
the alternative production that it exceeds the value of the positive
externality. On the other hand, by making some production of elec-
tricity cheaper, it is possible that the credit could encourage more
electricity consumption. On net, however, there would be less elec-
tricity produced from fossil fuels.

With respect to the expansion of the biomass materials eligible
for the credit, the basic issues are the same as those outlined above
for any tax benefit for energy conservation or pollution abatement.
To justify the credit on economic grounds, the positive externalities
from the burning of biomass for the production of electricity must
outweigh the costs of the tax subsidy. With respect to the waste
materials that are proposed to be made eligible for the credit, one
positive externality is similar to that of wind power production,
namely the reduction in electricity production from the more envi-

9 |n the present case, the positive externality is thought to be pollution abatement. While pol-
lution abatement per se does not occur from the production of electricity from wind, the pre-
sumption is that, indirectly, pollution is abated because less electricity is produced from the
burning of fossil fuels.
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ronmentally damaging coal. Another consideration with the waste
products is whether their current disposal is harmful to the envi-
ronment. If so, an additional positive externality may exist from
discouraging such disposal. If the disposal is harmful to the envi-
ronment and is a partial justification for the credit, then ideally the
credit amount should vary for each biomass waste product if their
present disposal varies in its harm to the environment. A single
credit rate would be justified if the negative externalities are of a
similar magnitude, or if administrative considerations would make
multiple credit rates problematic.

With respect to the special credit rate for biomass that is co-fired
in coal plants, it is unclear why the rate should be lower. A pos-
sible rationale is that a higher rate is necessary for facilities that
plan to exclusively burn biomass in order that more of such facili-
ties get built. However, if the primary rationale for the credit is
that biomass of a given Btu content substitutes for a given amount
of coal that would otherwise be burned, then it would appear that
coal plants should be given the same incentives to reduce coal
burning as are facilities that exclusively burn biomass.

F. Retirement Savings Provisions
1. IRA contributions through payroll deduction

Present Law

Under present law, an employer may establish a payroll deduc-
tion program to help employees save for retirement through indi-
vidual retirement arrangements (“IRAs”). Under a payroll deduc-
tion program, an employee may contribute to an IRA by electing
to have the employer withhold amounts from the employee’'s pay-
check and forward them to the employee’s IRA. Payroll deduction
contributions are included in the employee’s wages for the taxable
year but the employee may deduct the contributions on the employ-
ee’s tax return, subject to the normal IRA deduction limits.

The legislative history of the Taxpayer Relief Act of 1997 pro-
vides that employers that choose not to sponsor a retirement plan
should be encouraged to set up a payroll deduction system to help
employees save for retirement by making payroll deduction con-
tributions to their IRAs. The Secretary of Treasury is encouraged
to continue his efforts to publicize the availability of these payroll
deduction IRAs.

Under present law, an IRA payroll deduction program may be ex-
empt from the provisions of Title |1 of the Employee Retirement In-
come Security Act of 1974, as amended (“ERISA”), which include
reporting and disclosure and fiduciary requirements. In general,
ERISA regulations provide an exception from the provisions of Title
I of ERISA for an IRA payroll deduction program in which no con-
tributions are made by the employer, participation is completely
voluntary for employees, the employer does not endorse any part
of the program (but may publicize the program, collect contribu-
tions, and remit them), and the employer receives no form of con-
sideration other than reasonable compensation for services actually
rendered in connection with payroll deductions. A payroll deduction
program may be subject to Title | of ERISA if, for example, an em-
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ployer makes contributions to the program or an employer receives
more than reasonable compensation for services rendered in con-
nection with payroll deductions.

Description of Proposal

Under the proposal, contributions of up to $2,000 made to an
IRA through payroll deduction generally would be excluded from
an employee’s income and, accordingly, would not be reported as
income on the employee’'s Form W-2. However, the amounts would
be subject to employment taxes (FICA and FUTA), and would be
reported as a contributions to an IRA on the employee’s W-2. If the
full amount of the payroll deduction IRA contributions would not
have been deductible had the employee contributed directly to an
IRA, the employee would be required to include the amount that
would not have been deductible in income.

Effective Date

The proposal would be effective for taxable years beginning after
December 31, 1999.

Prior Action

A similar proposal was included in the President’s fiscal year
1999 budget proposal.

Analysis

The proposal is intended to encourage employers to offer payroll
deduction programs to their employees and encourage employees to
save for retirement. While present law permits such payroll deduc-
tion programs, the proposal is designed to make them more attrac-
tive (and more widely utilized) by providing employees with a con-
venient way to obtain the tax benefits for IRA contributions that
will eliminate the need for some employees to report IRA contribu-
tions on their tax returns.

It is not clear whether the proposal would have the desired ef-
fect. Increased IRA participation may not result because there is no
change in the economic incentive to make IRA contributions (that
is, the proposal would not change the present-law tax benefits of
making IRA contributions). On the other hand, by increasing the
convenience of making contributions, some taxpayers may partici-
pate who would not otherwise participate and more taxpayers may
begin to save on a regular basis. Oppositely, some analysts have
noted that under present law many IRA contributions are not made
until immediately prior to the date the taxpayer files his or her tax
return. Such taxpayers may not be motivated by the long-term eco-
nomic benefits of an IRA, but rather by a short-term desire to af-
fect the immediate consequence of tax filing. The proposal may or
may not affect the psychology of such taxpayers.

For the proposal to be effective, employers must create payroll
deduction programs. In order to do so, employers may have to re-
vise current payroll systems. Employers may not be willing to incur
the costs of establishing and maintaining a payroll deduction pro-
gram. The proposal does not create a direct economic incentive for
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employers to incur such costs. On the other hand, if employees find
the payroll deduction program attractive and know such payroll op-
tions are available elsewhere, employers may find it to their benefit
to extend this payroll deduction option to their employees. In addi-
tion, some employers may already have the systems capability to
make payroll deduction contributions, for example, if the employer
has a section 401(k) plan.

The exclusion provided by the proposal may be confusing for
some employees who may mistakenly believe they are entitled to
the exclusion when they are not because of the IRA deduction in-
come phase-out rules. In addition, some employees could mistak-
enly claim both the exclusion and the deduction on their return.

2. Small business tax credit for new retirement plan ex-
penses

Present Law

Under present law, the costs incurred by an employer related to
the establishment and maintenance of a retirement plan (e.g., pay-
roll system changes, investment vehicle set-up fees, consulting fees,
etc.) generally are deductible by the employer as an ordinary and
necessary expense in carrying on a trade or business.

Description of Proposal

The proposal would provide a three-year tax credit, in lieu of a
deduction, for 50 percent of the administrative and retirement-edu-
cation expenses for any small business that adopts a new qualified
defined benefit or defined contribution plan (including a section
401(k) plan), SIMPLE plan, simplified employee pension (“SEP"),
or payroll deduction IRA arrangement. The credit would apply to
50 percent of the first $2,000 in administrative and retirement-edu-
cation expenses for the plan or arrangement for the first year of
the plan or arrangement and 50 percent of the first $1,000 of ad-
ministrative and retirement-education expenses for each of the sec-
ond and third years.

The credit would be available to employers that did not employ,
in the preceding year, more than 100 employees with compensation
in excess of $5,000, but only if the employer did not have a retire-
ment plan or payroll deduction IRA arrangement during any part
of 1997. In order for an employer to be eligible for the credit, the
plan would have to cover at least two individuals. In addition, if
the credit is for the cost of a payroll deduction IRA arrangement,
the arrangement would have to be made available to all employees
of the employer who have worked with the employer for at least
three months.

The small business tax credit would be treated as a general busi-
ness credit and the standard carry forward and backward rules
would apply.

Effective Date

The credit would be effective beginning in the year of enactment
and would be available only for plans established after 1997 and
on or before December 31, 2001. For example, if an eligible em-
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ployer adopted a plan in the year 2000, the credit would be avail-
able for the years 2000, 2001, and 2002.

Prior Action

A similar proposal was included in the President’s budget pro-
posal for fiscal year 1999.

Analysis

Establishing and maintaining a qualified plan involves employer
administrative costs both for initial start-up of the plan and for on-
going operation of the plan. These expenses generally are deduct-
ible to the employer as a cost of doing business. The cost of these
expenses to the employer is reduced by the tax deduction. Thus, for
costs incurred of $C, the net, after-tax cost is $C(1-t) where t is the
employer’s marginal tax rate. The employer's tax rate may be ei-
ther the applicable corporate tax rate or individual marginal tax
rate, depending on the form in which the employer does business
(e.g., as a C corporation or a sole proprietor). Under the proposal,
a 50-percent credit could be claimed for eligible costs in lieu of the
deduction. Thus, for qualifying costs, C, the net cost to the em-
ployer would be C(1-0.5) or (.5)C. The proposal would reduce the
cost of establishing a plan by the difference between the employer’s
marginal tax rate and 50 percent multiplied by up to $2,000 in the
first year or by up to $1,000 in the second or third years. At most
the cost reduction would be $700 (the difference between the lowest
marginal tax rate of 15 percent and the proposed credit rate of 50
percent multiplied by $2,000) in the first year and $350 for the sec-
ond and third years. The additional cost saving under the proposal
compared to present law could be as little as $208 in the first year
and $104 in the second and third years for a taxpayer in the 39.6-
percent marginal income tax bracket.

By reducing costs, providing a tax credit for the costs associated
with establishing a retirement plan may promote the adoption of
such plans by small businesses. On the other hand, it is unclear
whether the magnitude of the cost saving provided by the proposed
tax credit will provide sufficient additional incentive for small busi-
nesses to establish plans. In some cases the credit may be ineffi-
cient because it may be claimed by employers who would have es-
tablished a plan in any event.

3. Simplified pension plan for small business (“SMART")

Present Law

Any employer, including a small employer, may adopt a qualified
plan for its employees. In addition, present law contains some spe-
cial plans designed specifically for small employers. Present law
provides for a simplified retirement plan for small business employ-
ers called the savings incentive match plan for employees (“SIM-
PLE") retirement plan. SIMPLE plans are not subject to the non-
discrimination rules applicable to qualified plans (including the
top-heavy rules). A SIMPLE plan can be either an individual re-
tirement arrangement (“IRA”) for each employee or part of a quali-
fied cash or deferred arrangement (“401(k) plan”). SIMPLE plans
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can be adopted by employers who employ 100 or fewer employees
who received at least $5,000 in compensation and who do not main-
tain another employer-sponsored retirement plan. Under a SIM-
PLE retirement plan, employees can elect to make pre-tax deferrals
of up to $6,000 per year. In general, employers are required to
make either a matching contribution of up to 3 percent of the em-
ployee’'s compensation or a nonelective contribution equal to 2 per-
cent of compensation. In the case of a SIMPLE IRA, the employer
can elect a lower matching contribution percentage if certain re-
quirements are satisfied. Employees are 100 percent vested in all
contributions made to their accounts. A SIMPLE retirement plan
cannot be a defined benefit plan.

Alternatively, small business employers may offer their employ-
ees a simplified employee pension (“SEP”). SEPs are employer-
sponsored plans under which employer contributions are IRAs es-
tablished by the employees. Contributions under a SEP generally
must bear a uniform relationship to the compensation of each em-
ployee covered under the SEP (e.g., each employee receives a con-
tribution to the employee’s IRA equal to 5 percent of the employee’s
compensation for the year).

Description of Proposal

In general

The proposal would create a new simplified tax-qualified pension
plan for small business employers called the Secure Money Annuity
or Retirement Trust (“SMART"”) Plan. The SMART Plan would
combine the features of both a defined benefit plan and a defined
contribution plan. As is the case with other qualified retirement
plans, contributions to the SMART Plan would be excludable from
income, earnings would accumulate tax-free, and distributions
would be subject to income tax (unless rolled over). SMART plans
would not be subject to many of the rules generally applicable to
qualified plans, including the nondiscrimination and top-heavy
rules.

Employer and employee eligibility and vesting

The SMART Plan could be adopted by an employer who (1) em-
ployed 100 or fewer employees who received at least $5,000 in com-
pensation in the prior year, and (2) has not maintained a defined
benefit pension plan or money purchase pension plan within the
preceding 5 years.

All employees who have completed two years of service with at
least $5,000 in compensation would participate in the SMART
Plan. An employee’s benefit would be 100 percent vested at all
times.

Benefits and funding

SMART Plans would provide a fully funded minimum defined
benefit. Each year the employee participates, the employee would
earn a minimum annual benefit at retirement equal to 1 percent
or 2 percent of compensation for that year, as elected by the em-
ployer. For example, if an employee participates for 25 years in a
SMART Plan, and the employer had elected a 2-percent benefit,
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and the employee’'s average salary over the entire period was
$50,000, the employee would accrue a minimum benefit of $25,000
per year at age 65. An employer could elect, for each of the first
5 years the SMART Plan is in existence, to provide all employees
with a benefit equal to 3 percent of compensation. The maximum
compensation that could be taken into account in determining an
employee’s benefit for a year would be $100,000 (indexed for infla-
tion).

Each year the employer would be required to contribute an
amount to the SMART Plan on behalf of each participant sufficient
to provide the annual benefit accrued for that year payable at age
65, using specified actuarial assumptions (including a 5-percent an-
nual interest rate). Funding would be provided either through a
SMART Plan individual retirement annuity (“SMART Annuity”) or
through a trust (“SMART Trust”). In the case of a SMART Trust,
each employee would have an account to which actual investment
returns would be credited. If a participant’s account balance were
less than the total of past employer contributions credited with 5
percent interest per year, the employer would be required to make
up the shortfall. In addition, the employer would be required to
contribute an additional amount for the year to make up for any
shortfall between the balance in the employee’s account and the
purchase price for an annuity paying the minimum guaranteed
benefit when an employee retires and takes a life annuity. If the
investment returns exceed the 5-percent assumption, the employee
would be entitled to the larger account balance. SMART Trusts
could invest only in readily tradable securities and insurance prod-
ucts regulated by state law.

In the case of a SMART Annuity, each year the employer would
be required to contribute the amount necessary to purchase an an-
nuity that provides the benefit accrual for that year on a guaran-
teed basis.

The required contributions would be deductible under the rules
applicable to qualified defined benefit plans. An excise tax would
apply if the employer failed to make the required contributions for
a year.

Distributions

No distributions would be allowed from a SMART Plan prior to
the employee’s attainment of age 65, except in the event of death
or disability, or if the account balance of a terminated employee
does not exceed $5,000. However, an employer could allow a termi-
nated employee who has not yet attained age 65 to directly transfer
the individual's account balance from a SMART Trust to either a
SMART Annuity or a special individual retirement account
("SMART Account”) that is subject to the same distribution restric-
tions as the SMART Trust. If a terminated employee’s account bal-
ance did not exceed $5,000, the SMART Plan would be allowed to
make a cashout of the account balance. The employee would be al-
lowed to transfer such distribution tax-free to a SMART Annuity,
a SMART Account, or a regular IRA.

SMART Plans would be subject to the qualified joint and sur-
vivor annuity rules that apply to qualified defined benefit plans.
Lump sum payments also could be made available. In addition, an
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employer could allow the transfer of a terminated employee’s ac-
count balance from SMART Trust to either a SMART Annuity or
a SMART Account.

Distributions from SMART Plans would be subject to tax under
the present-law rules applicable to qualified plans. A 20-percent
additional tax would be imposed for violating the pre-age 65 dis-
tribution restrictions under a SMART Annuity or SMART Account.

PBGC guarantee and premiums

The minimum guaranteed benefit under the SMART Trust would
be guaranteed by the Pension Benefit Guarantee Corporation
("PBGC"). Reduced PBGC premiums would apply to the SMART
Trust. Neither the PBGC guarantee, nor PBGC premiums, would
apply to the SMART Annuity or SMART Account.

Nondiscrimination requirements and benefit limitations

SMART Plans would not be subject to the nondiscrimination or
top-heavy rules applicable to qualified retirement plans. SMART
Plans also would not be subject to the limitations on contributions
and benefits under qualified plans (sec. 415). However, if an em-
ployer maintained a SMART Plan, and then terminated it and es-
tablished a qualified defined benefit plan, the SMART Plan accru-
als would be taken into account for purposes of the limitations ap-
plicable to the defined benefit plan.

Other rules

Other plans maintained by the employer.—An employer that
maintained a SMART Plan could not maintain additional tax-quali-
fied plans, other than a SIMPLE plan, a 401(k) plan, or a 403(b)
tax-sheltered annuity plan under which the only contributions that
are permitted are elective contributions and matching contributions
that are not greater than those provided for under the design-based
safe harbor for 401(k) plans.

Reporting and disclosure.—SMART Plans would be subject to
simplified reporting requirements.

Employee contributions.—No employee contributions would be
permitted to a SMART Plan.

IRS model.—The IRS would be directed to issue model SMART
Plan provisions or a model SMART Plan document. Employers
would not be required to use the IRS models.

Coordination with IRA deduction rules.—SMART Plans would be
treated as qualified plans for purposes of the IRA deduction phase-
out rules. Thus, employees who participated in a SMART Plan and
had modified adjusted gross income in excess of the applicable
thresholds would be phased out of making deductible IRA contribu-
tions. This rule currently applies to SEPs and SIMPLE Plans.

Calendar plan year.—The plan year for all SMART Plans would
be the calendar year, which would be used in applying SMART
Plan contribution limits, eligibility, and other requirements.

Effective Date

The proposal would be effective for calendar years beginning
after 1999.
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Prior Action

A similar proposal was included in the President's fiscal year
1999 budget proposal.®t

Analysis

Under present law, small businesses have many options avail-
able for providing retirement benefits for their employees, includ-
ing SIMPLE plans and SEPs not available to larger employers.
Nevertheless, retirement plan coverage is lower among smaller em-
ployers. There may be a number of reasons for such lower coverage.
Some believe the retirement plan coverage for small business em-
ployers continues to be inadequate. They argue that the limits on
qualified plan benefits are not sufficient to induce owners to estab-
lish a plan because the owners will not be able to receive as high
a retirement benefit as they would like. Others point out that the
limits are high enough to allow significant retirement benefits (the
lesser of $130,000 per year or 100 percent of compensation), and
that there are other causes for the low small employer plan cov-
erage, such as the administrative burdens and costs, and the un-
predictability of funding requirements associated with defined ben-
efit plans that may inhibit small business employers from adopting
and maintaining such plans.

The SMART Plan provides another option for small businesses
that does not involve many of the administrative burdens of the
present-law qualified plan rules. Thus, some small businesses who
would not otherwise adopt a plan may adopt a SMART Plan, lead-
ing to increased pension coverage. On the other hand, some are
concerned that the SMART Plan will primarily benefit the owners
of a small business, particularly if the plan is adopted when the
owner is nearing retirement age. For example, suppose an owner
of a business establishes a SMART Plan when he is age 60. For
each of the next 5 years, the contributions under the plan fund a
benefit equal to 3 percent of compensation for the year, payable at
age 65. Because there are only 5 years to fund the benefit for the
owner, the contributions will be significantly larger than for other
employees who may have many years until retirement. Thus, the
SMART Plan in effect allows employers to weight contributions by
age.

The proposal may increase complexity by adding another option
for small businesses. Such businesses may explore all available op-
tions in an effort to determine which option is most favorable for
them.

4. Faster vesting of employer matching contributions

Present Law

Under present law, a participant's employer-provided benefits
under a qualified plan must either be fully vested after the partici-
pant has completed 5 years of service, or must become vested in
increments of 20 percent for each year beginning after 3 years of

91 A similar proposal was included in H.R. 1656 (105th Cong.), introduced by Mrs. Johnson
and others, and S. 2339 (105th Cong.), introduced by Senator Graham, Senator Grassley, and
others.
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service, with full vesting after the participant completes 7 years of
service. If a plan is a “top-heavy plan”, employer contributions ei-
ther must be fully vested after the participant has completed 3
years of service, or must become vested in increments of 20 percent
for each year beginning after 2 years of service, with full vesting
after the participant completes 6 years of service. Employer match-
ing contributions are generally subject to these vesting rules. How-
ever, employer matching contributions that are used to satisfy the
special nondiscrimination test under section 401(k) must be fully
vested immediately.

Description of Proposal

Under the proposal, employer matching contributions would be
required either to be fully vested after an employee has completed
3 years of service, or to become vested in increments of 20 percent
for each year beginning after the employee has completed 2 years
of service, with full vesting after the employee has completed 6
years of service. Qualified matching contributions used to satisfy
the 401(k) special nondiscrimination test would continue to be fully
vested immediately, as under present law.

Effective Date

The proposal would be effective for plan years beginning after
December 31, 1999, with an (unspecified) extended effective date
for plans maintained pursuant to a collective bargaining agree-
ment.

Prior Action

A similar provision was included in the President’s fiscal year
1999 budget proposal.

Analysis

The popularity and importance of 401(k) plans has grown sub-
stantially over the years. Employers often choose to contribute to
401(k) plans by matching the salary reduction contributions made
by employees. The general justification for accelerating the vesting
of employer matching contributions focuses on the mobile nature of
today’s workforce and the substantial risk that many participants
will leave employment before fully vesting in employer matching
contributions. Shortening the vesting period is consistent with en-
couraging retirement savings, proponents argue.

Opponents may counter that in some cases accelerating the vest-
ing schedule of employer matching contributions may reduce over-
all retirement savings by making plans more expensive for some
employers. Because matching contributions that are forfeited are
generally used by employers to reduce the contributions of the em-
ployer in subsequent years, employers may find that the shorter
vesting period increases their plan costs. This could cause employ-
ers to eliminate or reduce the matching contribution. Reductions in
matching contributions may in turn reduce employee participation
in 401(k) plans, because employer matching contributions are a sig-
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nificant feature of plans that for many employees may provide the
economic incentive to participate in the plan.

Employers may use vesting schedules that are not immediate to
promote longer job attachment from employees that may enable the
employer and employee to reap benefits of job specific training the
employee may have received when initially employed by the em-
ployer. Reducing the time to full vesting may cause the employer
to make changes in other forms of compensation to balance any in-
creased costs associated with accelerated vesting.

5. Count FMLA leave for retirement plan eligibility and
vesting purposes

Present Law

Under the Family and Medical Leave Act (“FMLA”"), eligible
workers are entitled to up to 12 weeks of unpaid leave to care for
a new child, to care for a family member who has a serious health
condition, or because the worker has a serious health condition.
The employer must provide continued medical coverage during the
unpaid leave. Upon return from leave, the employee must be re-
stored to the position or an equivalent position (i.e., same benefits,
pay, and terms and conditions of employment).

Although the employee must generally be restored to the same
position, the employer is not required to count the period of unpaid
leave for purposes of eligibility to participate in a qualified retire-
ment plan or plan vesting.

Description of Proposal

Leave taken under the FMLA would be taken into account in de-
termining qualified retirement plan eligibility and vesting.

Effective Date

The proposal would be effective for plan years beginning after
December 31, 1999.

Prior Action
No prior action.

Analysis

Individuals who take FMLA may lose service credit for determin-
ing plan eligibility or vesting of benefits. The proposal may in-
crease the opportunity for workers taking leave under the FMLA
to become eligible for or vest in retirement benefits.

Counting FMLA service under retirement plans may increase
employer costs to the extent that workers vest or become eligible
for plan benefits that might not otherwise do so. If the additional
costs are significant, then employers may adjust plan benefits or
other compensation to take into account the additional costs.
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6. Require joint and 75-percent survivor annuity option for
pension plans

Present Law

Defined benefit pension plans and money purchase pension plans
are required to provide benefits in the form of a qualified joint and
survivor annuity (“QJSA") unless the participant and his or her
spouse consent to another form of benefit. A QJSA is an annuity
for the life of the participant, with a survivor annuity for the life
of the spouse which is not less than 50 percent (and not more than
100 percent) of the amount of the annuity payable during the joint
lives of the participant and his or her spouse. In the case of a mar-
ried participant who dies before the commencement of retirement
benefits, the surviving spouse must be provided with a qualified
preretirement survivor annuity (“QPSA”) which provides the sur-
viving spouse with a benefit that is not less than the benefit that
would have been provided under the survivor portion of a QJSA.

Defined contribution plans other than money purchase pension
plans are not required to provide a QJSA or QPSA if the partici-
pant does not elect an annuity as the form of payment (or the plan
does not offer an annuity) and the surviving spouse is the partici-
pant’s beneficiary (unless the spouse consents to designation of an-
other beneficiary).

The participant and his or her spouse may waive the right to a
QJSA and QPSA provided certain requirements are satisfied. In
general, these conditions include providing the participant with a
written explanation of the terms and conditions of the survivor an-
nuity, the right to make, and the effect of, a waiver of the annuity,
the rights of the spouse to waive the survivor annuity, and the
right of the participant to revoke the waiver. In addition, the
spouse must provide a written consent to the waiver, witnessed by
a plan representative or a notary public, which acknowledges the
effect of the waiver. Similar waiver and election rules apply to the
waiver of the right of the spouse to be the beneficiary under a de-
fined contribution plan that is not required to provide a QJSA.

Description of Proposal

Under the proposal, plans subject to the survivor annuity rules
would be required to offer a 75-percent joint and survivor annuity
as an option. The definition of a QJSA and QPSA would not be
modified. For example, the proposal and the QJSA and QPSA rules
would be satisfied if a plan offers a 75-percent joint and survivor
annuity as its only annuity option for married participants. Under
this example, benefits would be paid as a 75-percent QJSA unless
the participant and his or her spouse elect another option. The
QPSA would be based on the 75-percent joint and survivor annuity.
As another example, the proposal and the QJSA and QPSA rules
would also be satisfied if a plan offers a 50-percent QJSA and
QPSA and, in addition, allows married participants to elect a 75-
percent joint and survivor annuity. Under this example, benefits
would be paid in the form of a 50-percent QJSA unless the partici-
pant and his or her spouse elect otherwise. The QPSA would be
based on the 50-percent joint and survivor annuity.
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Effective Date

The proposal would be effective for plan years beginning after
December 31, 1999, with an (unspecified) extended effective date
for plans maintained pursuant to a collective bargaining agree-
ment.

Analysis

A joint and survivor annuity is generally the actuarial equivalent
of an annuity payable over the life of the participant (a single life
annuity). Under a joint and survivor annuity, the amount payable
during the lifetime of the participant is generally less than the
amount that would be paid if the benefit were paid as a single life
annuity. Thus, while a joint and survivor annuity offers a survivor
benefit, it typically pays a lower benefit during the participant’s
lifetime. Plans may, but are not required to, provide a fully sub-
sidized joint and survivor annuity that pays the same amount dur-
ing the participant’s lifetime as would have been paid under a sin-
gle life annuity. Under present law, a plan may provide for a more
generous survivor benefit than the 50-percent joint and survivor
annuity. In addition, a plan may provide for an optional joint and
survivor benefit, e.g., a 50-percent QJSA and a 75-percent or 100-
percent joint and survivor annuity option.

The stated rationale for the proposal is that many couples may
prefer an option that pays a somewhat smaller benefit to the cou-
ple while both are alive but a larger benefit than the present-law
50-percent survivor benefit. It is also argued that a surviving
spouse typically has retirement needs that exceed half the retire-
ment needs of a couple. For example, the poverty threshold for an
aged individual is almost 80 percent of the threshold for an aged
couple. Proponents of the proposal argue that the option would be
especially helpful to women, because they tend to live longer than
men, and many aged widows have income below the poverty level.

Some plans may already provide options that satisfy the pro-
posal. Other plans, however, would need to be modified to comply.
Some employers may wish to restrict the options offered under the
plan in order to minimize administrative costs. If an employer
wishes to offer only one joint and survivor annuity option, it would
have to provide a 75-percent joint and survivor annuity. Some par-
ticipants prefer the 50-percent joint and survivor annuity, because
they do not wish to receive lower benefits during the participant’s
lifetime. For such participants, the proposal may have the effect of
causing the participant to elect a nonannuity form of benefit (if one
is available) or a single life annuity.92

92 Present law prohibits plan amendments that eliminate an optional form of benefit with re-
spect to benefits attributable to service before the amendment (sec. 411(d)(6)). It is not clear
whether the proposal would modify section 411(d)(6) so that a plan could eliminate existing
forms of joint and survivor annuities when adopting the option required under the proposal.
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7. Pension disclosure

Present Law

Spouse’s right to know distribution information

Defined benefit pension plans and money purchase pension plans
are required to provide benefits in the form of a qualified joint and
survivor annuity (“QJSA") unless the participant and his or her
spouse consent to another form of benefit. A QJSA is an annuity
for the life of the participant, with a survivor annuity for the life
of the spouse which is not less than 50 percent (and not more than
100 percent) of the amount of the annuity payable during the joint
lives of the participant and his or her spouse. In the case of a mar-
ried participant who dies before the commencement of retirement
benefits, the surviving spouse must be provided with a qualified
preretirement survivor annuity (“QPSA”) which provides the sur-
viving spouse with a benefit that is not less than the benefit that
would have been provided under the survivor portion of a QJSA.

Defined contribution plans other than money purchase pension
plans are not required to provide a QJSA or QPSA if the partici-
pant does not elect an annuity as the form of payment (or the plan
does not offer an annuity) and the surviving spouse is the partici-
pant’s beneficiary (unless the spouse consents to designation of an-
other beneficiary).

The participant and his or her spouse may waive the right to a
QJSA and QPSA provided certain requirements are satisfied. In
general, these conditions include providing the participant with a
written explanation of the terms and conditions of the survivor an-
nuity, the right to make, and the effect of, a waiver of the annuity,
the rights of the spouse to waive the survivor annuity, and the
right of the participant to revoke the waiver. In addition, the
spouse must provide a written consent to the waiver, witnessed by
a plan representative or a notary public, which acknowledges the
effect of the waiver. Similar waiver and election rules apply to the
waiver of the right of the spouse to be the beneficiary under a de-
fined contribution plan that is not required to provide a QJSA.

Election periods and right to know employer contribution
formula

Under present law, there are certain nondiscrimination tests
that apply to contributions made to 401(k) plans. In general, the
actual deferral percentage (“ADP”) test applies to the elective con-
tributions of all employees under the plan and the average con-
tribution percentage (“ACP”) test applies to employer matching and
after-tax employee contributions. The ADP test is satisfied if the
average percentage of elective contributions for highly compensated
employees does not exceed the average percentage of elective con-
tributions for nonhighly compensated employees by a specified per-
centage. The ACP test is similar but it tests the average contribu-
tion percentages of the highly compensated employees and non-
highly compensated employees.

As an alternative to annual testing under the ADP and ACP
tests, the Small Business Job Protection Act of 1996 provides two
alternative “design-based” 401(k) safe harbors, effective beginning
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in 1999. If the employees are provided a specified matching con-
tribution (or a specified nonelective contribution), the employer
does not have to apply the ADP or ACP tests of employee elective
contributions and employer matching contributions. There are simi-
lar safe-harbor designs under a SIMPLE plan. Under SIMPLE
plans, employees must be provided annual 60-day election periods
and notification tied to those election periods. Unlike SIMPLE
plans, 401(k) plans using the design-based safe harbor are not sub-
ject to specific requirements that prescribe the length and fre-
quency of the election period or that tie the timing of the notice de-
scribing employee rights and obligations under the plan to the elec-
tion period.

Description of Proposal

Spouse’s right to know distribution information

The proposal would provide that when an explanation of a plan’s
survivor benefits is provided to a participant, a copy of the expla-
nation would be required to be provided to the participant’s spouse.
If the last known mailing address of the participant and spouse is
the same, then the explanation and a copy of the explanation could
be provided in a single mailing addressed to the participant and his
or her spouse.

Election periods and right to know employer contribution
formula

The proposal would require employers who use one of the design-
based safe harbors in lieu of ADP and ACP testing to provide no-
tice and contribution opportunities comparable to those provided
under SIMPLE plans. Thus, employees would have to be offered an
opportunity to elect to make contributions (or modify a prior elec-
tion) during a 60-day period before the beginning of each year and
a 60-day period when they first become eligible. In addition, the
present-law requirement that employers provide employees with
notice of their rights to make contributions and notice of the safe
harbor contribution formula the employer is currently using (in
order to notify employees of their rights and obligations) would be
modified to require the notice within a reasonable period of time
before the 60-day periods begin rather than before the beginning
of the year.

Effective Date

The proposal would be effective for plan years beginning after
December 31, 1999.

Prior Action

A similar proposal was included in the President’s fiscal year
1999 budget proposal.

Analysis

The pension right to know proposals would add two new plan ad-
ministration requirements. In one case, additional information
must be provided to spouses of plan participants and in the other
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case employees must be provided specified notice and election peri-
ods when an employer chooses to use the 401(k) safe harbors. In
both cases, it can be argued that the requirements are necessary
so that the individuals affected understand their rights and have
the opportunity to make informed decisions regarding their benefit
entitlements. On the other hand, the proposals may add to the
costs of sponsoring a plan.

8. Benefits of nonhighly compensated employees under sec-
tion 401(k) safe harbor plans

Present Law

Under present law, special nondiscrimination tests apply to con-
tributions made to 401(k) plans. In general, the actual deferral per-
centage (“ADP”) test applies to the elective contributions of all em-
ployees under the plan and the average contribution percentage
(*ACP”) test applies to employer matching and after-tax employee
contributions. The ADP test is satisfied if the average percentage
of elective contributions for highly compensated employees does not
exceed the average percentage of elective contributions for non-
highly compensated employees by more than a specified percent-
age. The ACP test is similar but it tests the average contribution
percentages (i.e., employer matching and after-tax employee con-
tributions) of the highly compensated employees and nonhighly
compensated employees.

As an alternative to annual testing under the ADP and ACP
tests, the Small Business Job Protection Act of 1996 provides two
alternative “design-based” 401(k) safe harbors, effective beginning
in 1999. Under the safe harbor, if the employees are provided a
specified matching or nonelective contribution, ADP and ACP test-
ing of employee elective contributions and employer matching con-
tributions is not required. Under the matching contribution safe
harbor, the employer must make nonelective contributions of at
least 3 percent of compensation for each nonhighly compensated
employee eligible to participate in the plan. Alternatively, under
the other safe harbor, the employer must make a 100 percent
matching contribution on an employee’s elective contributions up to
the first 3 percent of compensation and a matching contribution of
at least 50 percent on the employee’s elective contributions up to
the next 2 percent of compensation.

Description of Proposal

The proposal would modify the section 401(k) matching formula
safe harbor by requiring that, in addition to the matching contribu-
tion, employers would have to make a contribution of one percent
of compensation for each eligible nonhighly compensated employee,
regardless of whether the employee makes elective contributions.

Effective Date

The proposal would be effective for plan years beginning after
December 31, 1999.
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Prior Action

A similar proposal was included in the President's budget pro-
posal for fiscal year 1999.

Analysis

The special nondiscrimination rules for 401(k) plans are designed
to ensure that nonhighly compensated employees, as well as highly
compensated employees, actually receive benefits under the plan.
The nondiscrimination rules give employers an incentive to make
the plan attractive to lower- and middle-income employees (e.g., by
providing a match) and to undertake efforts to enroll such employ-
ees, because the greater the participation by such employees, the
more highly compensated employees can contribute to the plan.

The design-based safe harbors were designed to achieve the same
objectives as the special nondiscrimination rules, but in a sim-
plified manner. The nonelective safe harbor ensures a minimum
benefit for employees covered by the plan, and it was believed that
the required employer match would be sufficient incentive to in-
duce participation by nonhighly compensated employees. It was
also hoped that the design-based safe harbors would reduce the
complexities associated with qualified plans, and induce more em-
ployers to adopt retirement plans for their employees.

Some are concerned that the safe harbors will not have the in-
tended effect, but instead will result in less participation by rank-
and-file employees, in part because employers will no longer have
a financial incentive to encourage employees to participate.

Requiring employers who use the section 401(k) matching for-
mula safe harbor to make an additional one percent nonelective
contribution for each eligible nonhighly compensated employee,
whether or not the employee makes elective contributions to the
plan, will provide a minimum benefit for employees covered in the
plan and also may encourage more employees to contribute to the
plan and help ensure that lower- and middle-income employees re-
ceive some benefits. On the other hand, some argue that the pur-
pose of the safe harbor formulas is to encourage more employers
to sponsor 401(k) plans by eliminating the costs associated with an-
nual testing. Adding a required employer contribution increases
costs to employers and may impede the establishment of retirement
plans. Some also believe that it is inappropriate to require a con-
tribution to a 401(k) plan if employees do not make any elective de-
ferrals. Under this view, retirement savings is a shared obligation
of the employer and employee.

9. Modify definition of highly compensated employee

Present Law

Under present law, an employee is treated as highly com-
pensated if the employee (1) was a 5-percent owner of the employer
at any time during the year or the preceding year or (2) either (a)
had compensation for the preceding year in excess of $80,000 (in-
dexed for inflation) or (b) at the election of the employer had com-
pensation for the preceding year in excess of $80,000 (indexed for
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inflation) and was in the top 20 percent of employees by compensa-
tion for such year.

Description of Proposal

The proposal would eliminate the top-paid group election from
the definition of highly compensated employee. Under the new defi-
nition, an employee would be treated as a highly compensated em-
ployee if the employee (1) was a 5-percent owner of the employer
at any time during the year or the preceding year, or (2) for the
preceding year, had compensation in excess of $80,000 (indexed for
inflation).

Effective Date

The proposal would be effective for plan years beginning after
December 31, 1999.

Prior Action

A similar proposal was included in the President's fiscal year
1999 budget proposal.

Analysis

The proposal would further simplify the definition of highly com-
pensated employee by eliminating the top-paid group election. Per-
mitting elections that may vary from year to year increases com-
plexity as employers that may benefit from the election may feel
it necessary to run tests under both options. In addition, by use of
the election, it is possible for employees earning very high com-
pensation (in excess of $80,000) to be treated as nonhighly com-
pensated for testing purposes if the employer has a sufficient per-
centage of high-paid employees in its workforce (i.e., if employees
earning more than $80,000 are in the top paid 20 percent of em-
ployees). This would allow some employers to effectively eliminate
benefits for low- and moderate-wage workers without violating the
nondiscrimination rules. The proposal may help ensure that the
simplified definition of highly compensated employee better reflects
the purpose of promoting meaningful benefits for low- and mod-
erate-wage workers, not only the high paid. On the other hand,
some would argue that the greater flexibility provided to employers
under present law is appropriate. Without the flexibility in testing,
some employers may reduce plan benefits or choose to terminate
plans, reducing aggregate pension coverage and potentially reduc-
ing aggregate retirement saving.

10. Modify benefit limits for multiemployer plans under sec-
tion 415

Present Law

In general, under present law, annual benefits under a defined
benefit pension plan are limited to the lesser of $130,000 (for 1999)
or 100 percent of average compensation for the 3 highest years. Re-
ductions in these limits are generally required if the employee has
fewer than 10 years of service or plan participation. If benefits
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under a defined benefit plan begin before social security retirement
age, the dollar limit must be actuarially reduced to compensate for
the early commencement.

Description of Proposal

Under the proposal, the 100-percent-of-compensation limit on de-
fined benefit plan benefits would not apply to multiemployer plans.
In addition, certain survivor and disability benefits payable under
multiemployer plans would be exempt from the adjustments for
early commencement of benefits and for participation and service
of less than 10 years.

Effective Date

The proposal would be effective for years beginning after Decem-
ber 31, 1999.

Prior Action

The proposal was included in the Administration’s 1995 Pension
Simplification Proposal,®3 in the Small Business Job Protection Act
of 1996 as passed by the Senate, in the Taxpayer Relief Act of 1997
as passed by the Senate, and in the President’s fiscal year 1999
budget proposal.

Analysis

The limits on benefits under qualified plans were designed to
limit the tax benefits and revenue loss associated with such plans,
while still ensuring that adequate retirement benefits could be pro-
vided. The 100-percent-of-compensation limitation reflects Congres-
sional judgment that a replacement rate of 100-percent-of-com-
pensation is an adequate retirement benefit.

The stated rationale for the proposal is that the qualified plan
limitations present significant administrative problems for many
multiemployer plans which base benefits on years of credited serv-
ice rather than compensation. In addition, it is argued that the
100-percent of compensation rule produces an artificially low limit
for employees in certain industries, such as building and construc-
tion, where wages vary significantly from year to year.

Others argue that the limits on benefits under qualified plans
create administrative problems for all plan sponsors, and that
these problems are no greater for multiemployer plans than for any
other plan. In addition, it is argued that there is no justification
for higher benefit limitations for multiemployer plans, as persons
affected by these limits are not all participants in multiemployer
plans. Providing a special rule for such plans would merely create
inequities among plan participants based upon the type of plan in
which they are a participant. For example, many individuals work
in industries where wages may vary significantly from year to year,
but not all of those employees are participants in multiemployer
plans. To the extent that the qualified plan limits are deemed to
inappropriately reduce benefits in such (or similar cases), it is ar-

93 See Department of the Treasury, Department of Labor, General Explanation of the Adminis-
tration’s Pension Simplification Proposal, September 1995.
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gued that it would be more equitable to provide an across the board
rule that is not based upon the type of plan. If it is believed that
a 100-percent of compensation limitation is not appropriate, it is
not clear why only participants in multiemployer plans should re-
ceive the benefit of a higher limit.

11. Modify full funding limit for multiemployer plans

Present Law

Under present law, employer deductions for contributions to a
defined benefit pension plan cannot exceed the full funding limit.
In general, the full funding limit is the lesser of a plan’s accrued
liability and 155-percent of current liability. The 155-percent of
current liability limit is scheduled to increase gradually, until it is
170 percent in 2005 and thereafter.

Defined benefit pension plans are required to have an actuarial
valuation no less frequently than annually.

Description of Proposal

Under the proposal, the current liability full funding limit would
not apply to multiemployer plans. In addition, such plans would be
required to have an actuarial valuation at least once every three
years. Changes would be made to the corresponding provisions of
title 1 of the Employee Retirement Income Security Act of 1974, as
amended.

Effective Date

The proposal would be effective for taxable years beginning after
December 31, 1999.

Prior Action

The proposal was included in the Administration’s 1995 Pension
Simplification Proposal®4 and in the President’s fiscal year 1999
budget proposal.

Analysis

The current liability full funding limit was enacted as a balance
between differing policy objectives. On one hand is the concern that
defined benefit pension plans should be funded so as to provide
adequate benefit security for plan participants. On the other hand
is the concern that employers should not be entitled to make exces-
sive contributions to a defined benefit pension plan to fund liabil-
ities that it has not yet incurred. Such use of a defined benefit plan
was believed to be equivalent to a tax-free savings account for fu-
ture liabilities, and inconsistent generally with the treatment of
unaccrued liabilities under the Internal Revenue Code. The current
liability full funding limit as initially enacted was 150 percent of
current liability. It was increased to the present-law level by the
Taxpayer Relief Act of 1997 because the Congress believed that the

94 Ibid.
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150-percent limit unduly restricted funding of defined benefit pen-
sion plans.

Proponents of the proposal argue that employers have no incen-
tive to make excess contributions to a multiemployer plan, because
the amount an employer contributes to the plan is set by a collec-
tive bargaining agreement and a particular employer’s contribu-
tions are not set aside to pay benefits solely to the employees of
that employer.

Others would argue that it is inappropriate to provide special
rules based on the type of plan. While many multiemployer plans
restrict the ability of the employer to obtain reversions of excess
plan assets on termination of the plan, not all do, so that an em-
ployer may still have an incentive to fund unincurred liabilities in
order to obtain tax benefits. Also, many plans that are not multi-
employer plans restrict the ability of employers to obtain excess as-
sets, limiting any incentive to make excess contributions.

12. Eliminate partial termination rules for multiemployer
plans

Present Law

Under present law, tax-qualified plans are required to provide
that plan benefits become 100 percent vested (to the extent funded)
upon the termination or partial termination of a plan. Whether a
partial termination has occurred in a particular situation is gen-
erally based on all the facts and circumstances. Situations that can
result in a partial termination include, for example, the exclusion
from the plan of a group of employees previously covered under the
plan due to a plan amendment or termination of employment by
the employer. In addition, if a defined benefit plan stops or reduces
future benefit accruals under the plan, a partial termination of the
plan is deemed to occur if, as a result of the cessation or reduction
in accruals a potential reversion to the employer or employers
maintaining the plan is created or increased. If no such reversion
is created or increased, a partial termination is not deemed to
occur; however, a partial termination may be found to have taken
place under the generally applicable rule.

Description of Proposal

The requirement that plan participants must be 100-percent
vested upon partial termination of a plan would be repealed with
respect to multiemployer plans.

Effective Date

The proposal would be effective with respect to partial termi-
nations that begin after December 31, 1999.

Prior Action

The proposal was included in the Administration’s 1995 Pension
Simplification Proposal,®s> in the Taxpayer Relief Act of 1997 as

95 |bid.
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passed by the Senate, and in the President’s fiscal year 1999 budg-
et proposal.

Analysis

The partial termination rules help to protect the benefits of plan
participants in circumstances that do not give rise to a complete
termination. In some cases, the partial termination rules prevent
avoidance of the rule requiring vesting upon complete termination
of a plan.

Proponents of the proposal argue that the partial termination
rules are not necessary to protect multiemployer plan participants
in the case of terminations due to reductions in force, because the
multiemployer plan structure itself provides protections. That is,
participation in the plan is not tied to employment with a particu-
lar employer, so that an individual who terminates employment
with one employer may continue participation in the plan if the in-
dividual is employed by other employer participating in the plan.

Others question whether the plan structure will protect partici-
pants in the same manner as the partial termination rules. There
is no assurance that an individual will continue participation in the
plan after an event that would give rise to a partial termination.
In addition, others argue that the multiemployer plan structure
provides no special protection if the partial termination is due to
a plan amendment regarding eligibility or due to cessation or re-
duction of accruals under a defined benefit pension plan.

13. Allow rollovers between qualified retirement plans and
section 403(b) tax-sheltered annuities

Present Law

Present law permits the rollover of funds from a tax-favored re-
tirement vehicle to another tax-favored retirement vehicle. The
rules that apply depend on the type of plan involved.

Under present law, an “eligible rollover distribution” from a tax-
qualified employer-sponsored retirement plan (a “qualified plan”)
may be rolled over tax free to a traditional individual retirement
arrangement (“IRA") 96 or another qualified plan.®”

An “eligible rollover distribution” means any distribution to an
employee of all or any portion of the balance to the credit of the
employee, except the term does not include (1) any distribution
which is one of a series of substantially equal periodic payments
made (a) for the life (or life expectancy) of the employee or the joint
lives) or joint life expectancies) of the employee and the employee’s
designated beneficiary, or (b) for a specified period of 10 years or
more, and (2) any distribution to the extent such distribution is re-
quired under the section 401(a)(9) minimum distribution rules. The
portion of a distribution that is nontaxable cannot be rolled over.

Distributions from a tax-sheltered annuity (“section 403(b) annu-
ity”) may be rolled over into a traditional IRA or another section

9 A “traditional” IRA refers to an IRA other than a Roth IRA.
97 An eligible rollover distribution may either be rolled over by the distributee within 60 days
of the date of the distribution or directly rolled over by the distributing plan.



98

403(b) annuity. Distributions from a section 403(b) annuity cannot
be rolled over into a qualified plan.

Distributions from a traditional IRA can be rolled over into an-
other traditional IRA. In general, distributions from an IRA cannot
be rolled over into a qualified plan or section 403(b) annuity. An
exception to this rule applies in the case of so-called “conduit
IRAs.” Under the conduit IRA rule, amounts can be rolled from a
qualified plan into a traditional IRA and then subsequently rolled
back to another qualified plan if the amounts in the IRA are attrib-
utable solely to rollovers from a qualified plan. Similarly, an
amount may be rolled over from a section 403(b) annuity to a tradi-
tional IRA and subsequently rolled back into a section 403(b) annu-
ity if the amounts in the IRA are attributable solely to rollovers
from a section 403(b) annuity.

Under present law, amounts distributed from a qualified plan,
section 403(b) annuity, or traditional IRA are generally includible
in gross income. Capital gain treatment and income averaging may
apply to certain distributions from qualified retirement plans. Cap-
ital gains treatment may be available for a lump-sum distribution
that contains amounts attributable to participation in a plan before
1974. Five or 10-year averaging may be available for a lump-sum
distribution in the case of individuals who were at least 50 years
old by January 1, 1986, in 1986 (i.e., born before 1936). Five year
averaging may be available in the case of a lump-sum distribution
before 2000.

Description of Proposal

The proposal would provide that eligible rollover distributions
from qualified plans could be rolled over to another qualified plan,
section 403(b) annuity, or traditional IRA. Similarly, an eligible
rollover distribution from a section 403(b) annuity could be rolled
over to another 403(b) annuity, qualified plan, or traditional IRA.

A special rule would prevent individuals from receiving special
capital gains and income averaging treatment available to qualified
plan distributions if the individual's account includes any amounts
previously held under a section 403(b) annuity.

Effective Date

The proposal would be effective for distributions made after De-
cember 31, 1999.

Prior Action
No prior action.%8

Analysis

Some individuals may accumulate retirement savings in more
than one different type of tax-favored retirement saving vehicle. Al-
lowing rollovers between different types of plans will allow individ-
uals to combine their retirement savings in one vehicle. The ability

98 A similar proposal was included in H.R. 3788 (105th Cong.), introduced by Mr. Portman and
Mr. Cardin, and S. 2339 (105th Cong.), introduced by Senator Graham, Senator Grassley, and
others.
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to combine savings may be administratively easier for individuals,
and may also affect investment choices and returns.

In general, the rationale for not permitting rollovers between
qualified plans and section 403(b) annuities has been that benefits
under such plans are taxed differently. The key difference is the
availability of capital gains and income averaging treatment for
certain qualified retirement plan distributions. These special rules
have been repealed so that, after the expiration of certain transi-
tion rules, these differences in tax treatment between qualified
plans and section 403(b) annuities will no longer remain.

The proposal addresses the current differences in tax treatment
by providing that the special rules will not apply to section 403(b)
annuity amounts.?® In order to preserve the availability of averag-
ing or capital gains treatment, it may be necessary for individuals
to separately keep track of amounts attributable to section 403(b)
annuities. Individuals may make mistakes, which can result in
claiming averaging or capital gains treatment when the individual
is not eligible to do so, or in losing the ability to claim such treat-
ment when it is available.

14. Allow rollovers from deductible IRAs to qualified plans
or section 403(b) tax-sheltered annuities

Present Law

In general, amounts in an individual retirement arrangement
("IRA) cannot be rolled over into a tax-qualified retirement plan
or a section 403(b) tax-sheltered annuity.100

Description of Proposal

Under the proposal, amounts in a deductible IRA could be trans-
ferred to a qualified defined contribution plan or section 403(b) tax-
sheltered annuity, provided that the retirement plan trustee meets
the same standards as an IRA trustee.101

Effective Date

The proposal would be effective for distributions after December
31, 1999.

99 The details of this rule have not yet been specified.

100 An exception to this rule applies in the case of a “conduit IRA.” Under the conduit IRA
rule, amounts can be rolled from a qualified retirement plan into a traditional IRA and then
subsequently rolled back to another qualified plan if the amounts in the IRA are attributable
solely to rollovers from qualified retirement plans. A similar rule applies to conduit IRAs with
respect to section 403(b) annuities.

101Under present law, an IRA trustee must either be a bank or another person who dem-
onstrates to the satisfaction of the Secretary that such other person will administer the trust
in a manner consistent with the IRA rules. Persons wishing to be IRA trustees must make ap-
plication to the Secretary. Among other things, the applicant must demonstrate in detail its
ability to act within the accepted rules of fiduciary conduct, its experience and competence with
respect to accounting for the interests of a large number of individuals, and its experience and
competence with respect to other activities normally associated with the handling of retirement
funds.
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Prior Action

No prior action.102
Analysis

Like the proposal relating to rollovers between qualified plans
and section 403(b) annuities, allowing rollovers from IRAs into
qualified plans or section 403(b) annuities will allow individuals to
combine their retirement savings in one vehicle. The ability to com-
bine savings may be administratively easier for individuals, and
may also affect investment choices and returns.

As discussed above under the preceding rollover proposal, quali-
fied plan distributions may be eligible for special tax treatment
that is not available with respect to distributions from IRAs. Rules
would need to be developed, similar to those contemplated under
the preceding proposal so that this special treatment is not inad-
vertently applied to IRA balances rolled into a qualified plan.

15. Allow rollovers of after-tax contributions

Present Law

Under present law, a qualified plan may permit individuals to
make after-tax contributions to the plan. Present law provides that
the maximum amount that can be rolled over to another qualified
plan or an IRA is the amount of the distribution that is taxable.
That is, employee after-tax contributions cannot be rolled over to
another retirement plan or an IRA.

Description of Proposal

The proposal would provide that employee after-tax contributions
could be rolled over to another qualified retirement plan or a tradi-
tional IRA, provided that the plan or IRA provider agrees to track
and report the after-tax portion of the rollover for the individual.103

102 A similar proposal was included in H.R. 3788 (105th Cong.), introduced by Mr. Portman
and Mr. Cardin, and S. 2339 (105th Cong.), introduced by Senator Graham, Senator Grassley,
and others.

103Under the proposal, it is not clear what tax consequences result when an individual rolls
over some, but not all, of a distribution that consists of both taxable and nontaxable amounts.
Ordering rules are necessary to determine which amounts are considered to be rolled over. A
number of rules are possible. For example, the individual could be permitted to designate which
amounts are treated as being rolled over. Under such a rule, the individual could roll over all
taxable amounts, and retain the nontaxable amounts. This would allow an individual to in effect
withdraw after-tax contributions from a plan, as occurs under present law. Under another pos-
sible rule, the individual could be deemed to roll over taxable amounts first. This would gen-
erally have the same effect as the first rule, assuming that taxpayers would generally wish to
retain the nontaxable portion of the distribution in order to avoid paying tax currently. Under
another possible rule, a pro rata rule could be applied. That is, the amount rolled over could
consist in part of taxable amounts and in part of nontaxable amounts. This rule is more consist-
ent with the present-law rules regarding taxation of distributions, which generally apply a pro
rata rule. On the other hand, some individuals may not want to roll over their own contribu-
tions. Resolution of this issue is relevant not only in determining the tax consequences to the
individual, but also could affect the plan’s withholding obligations.

Under present law, distributions that can be rolled over are subject to 20 percent withholding
unless the distribution is directly rolled over into another qualified plan or IRA. This rule is
intended to encourage direct rollovers. The proposal does not indicate whether this rule would
apply to distributions of after-tax employee contributions.
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Effective Date

The proposal would be effective for distributions made after De-
cember 31, 1999.

Prior Action
No prior action.104

Analysis

The primary rationale for not permitting after-tax contributions
to be rolled over has generally been that the record keeping in-
volved is too complex. An individual who rolls over such contribu-
tions will need to keep accurate records in order to determine the
taxable amount of any subsequent distribution from the IRA or
plan. Maintaining such records may be difficult, because they may
have to be kept for a long time. In addition, keeping track of the
after-tax contributions may be more difficult if new contributions
are made to the plan or IRA or amounts are subsequently trans-
ferred to another IRA or plan. The proposal addresses this issue by
placing the burden of keeping track of such amounts on the finan-
cial institution offering the IRA or the plan. However, financial in-
stitutions and plans may not want the responsibility of keeping
track of such contributions. It is unclear how many plans will not
accept such contributions because they do not want the record
keeping burdens.

The proposal may help individuals to save for retirement. By in-
creasing the opportunities to retain after-tax contributions in a tax-
favored vehicle, it may help increase retirement security.

16. Allow rollovers of contributions from nonqualified de-
ferred compensation plans of State and local govern-
ments to IRAs

Present Law

Benefits under an eligible deferred compensation plan of tax-ex-
empt and State and local governmental employers (a “section 457
plan”) cannot be rolled over into an individual retirement arrange-
ment (“IRA").

Description of Proposal

Under the proposal, distributions from a governmental section
457 plan could be rolled over to a traditional IRA.105

104 A similar proposal was included in H.R. 3788 (105th Cong.), introduced by Mr. Portman
and Mr. Cardin, and S. 2339 (105th Cong.), introduced by Senator Graham, Senator Grassley,
and others.

105 Although the proposal is not clear on this point, presumably the definition under present
law of an eligible rollover distribution would apply to rollovers from a section 457 plan. For ex-
ample, certain periodic distributions are not considered eligible rollover distributions under
present law. It is also not clear whether the direct rollover rules would apply; i.e., whether the
plan would be required to withhold if a distribution that could be rolled over is not directly
rolled over.
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Effective Date

The proposal would be effective for distributions after December
31, 1999.

Prior Action
No prior action.106

Analysis

Section 457 imposes rules on certain deferred compensation ar-
rangements of tax-exempt and State and local governmental em-
ployers. Section 457 plans are not qualified retirement plans; rath-
er such plans have traditionally been more like unfunded, non-
qualified deferred compensation arrangements of private, taxable
employers. Present law does not limit the amount of deferred com-
pensation payable under nonqualified deferred compensation plans
of taxable employers because there is tension between the employer
and the employee-employers generally want a current deduction for
compensation, whereas deferred compensation is not deductible
until includible in employees’ income. This tension is not present
in the case of deferred compensation plans of tax-exempt and gov-
ernmental employers. Thus, section 457 limits the amount that can
be deferred under such plans and provides other rules regarding
such plans. The tax rules applicable to section 457 plans are simi-
lar to those applicable to nonqualified deferred compensation ar-
rangements of taxable employers.

Section 457 plans have not received the same tax treatment as
qualified retirement plans, because section 457 plans generally
have not been subject to all of the same restrictions and rules as
qualified plans. However, recent changes in the rules relating to
section 457 plans of governmental employers have blurred the dis-
tinction between governmental section 457 plans and governmental
qualified plans. In particular, assets of governmental section 457
plans must now be held in trust, and governmental qualified plans
are not subject to nondiscrimination rules. Given then narrowing
of the differences between such plans, the reasons for prohibiting
roll over governmental section 457 plans become less clear.

Allowing distributions from governmental section 457 plans to be
rolled over into an IRA will enable participants in such plans to
continue to receive the benefits of tax deferral, and may help such
individuals increase retirement savings. Individuals who roll over
distributions from a section 457 plan into an IRA will need, how-
ever, to be aware that the tax consequences of a distribution from
an IRA may be different than the tax consequences of a distribu-
tion from a section 457 plan. For example, the withdrawal restric-
tions applicable to section 457 plans do not apply to IRAs; however,
early distributions from an IRA are subject to a 10-percent early
withdrawal tax.

106 A similar proposal was included in H.R. 3788 (105th Cong.), introduced by Mr. Portman
and Mr. Cardin, and S. 2339 (105th Cong.), introduced by Senator Graham, Senator Grassley,
and others.
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17. Purchase of service credits in governmental defined ben-
efit plans

Present Law

Under present law, limits are imposed on the contributions and
benefits under qualified pension plans (Code sec. 415). In the case
of a defined contribution plan, the limit on annual additions is the
lesser of $30,000 (for 1999) or 25 percent of compensation. Annual
additions include employer contributions, as well as after-tax em-
ployee contributions. In the case of a defined benefit pension plan,
the limit on the annual retirement benefit is the lesser of (1) 100
percent of compensation or (2) $130,000 (for 1999). The 100 percent
of compensation limitation does not apply in the case of State and
local governmental pension plans.

Present law provides special rules with respect to contributions
by a participant in a State or local governmental plan to purchase
permissive service credits under a governmental defined benefit
plan. Such contributions are subject to one of two limits. Either (1)
the accrued benefit derived from all contributions to purchase per-
missive service credit must be taken into account in determining
whether the defined benefit pension plan limit is satisfied, or (2)
all such contributions must be taken into account in determining
whether the $30,000 limit on annual additions is met for the year
(taking into account any other annual additions of the participant).
These limits may be applied on a participant-by-participant basis.
That is, contributions to purchase permissive service credits by all
participants in the same plan do not have to satisfy the same limit.

Permissive service credit means credit for a period of service rec-
ognized by the governmental plan only if the employee voluntarily
contributes to the plan an amount (as determined by the plan)
which does not exceed the amount necessary to fund the benefit at-
tributable to the period of service and which is in addition to the
regular employee contributions, if any, under the plan. Section 415
is violated if more than 5 years of permissive service credit is pur-
chased for “nonqualified service”. In addition, section 415 is vio-
lated if nonqualified service is taken into account for an employee
who has less than 5 years of participation under the plan. Non-
qualified service is service other than service (1) as a Federal,
State, or local government employee, (2) as an employee of an asso-
ciation representing Federal, State or local government employees,
(3) as an employee of an educational institution which provides ele-
mentary or secondary education, or (4) for military service. Service
under (1), (2) or (3) is not qualified if it enables a participant to
receive a retirement benefit for the same service under more than
one plan.

Under present law, benefits in a section 403(b) tax-sheltered an-
nuity or under a governmental section 457 plan cannot be rolled
over or transferred in a tax-free transfer to a governmental defined
benefit plan.

Benefits under section 403(b) annuities and section 457 plans are
subject to certain distribution restrictions. Benefits under a section
403(b) annuity cannot be distributed prior to age 59%2, separation
from service, hardship, death or disability. Benefits under a section



104

457 plan cannot be distributed prior to the earliest of age 70%2,
hardship, or separation from service.

Description of Proposal

Under the proposal, governmental employees would be able to
transfer funds from a section 403(b) plan or a section 457 plan in
a tax-free transfer in order to purchase permissive service credits
under a governmental defined benefit plan. A transfer could be
made even if the individual could not take a distribution from the
transferree plan. Transferred funds would be subject to the
present-law rules regarding permissive service credit.

Effective Date

The proposal would be effective with respect to transfers made
after December 31, 1999.

Prior Action
No prior action.107

Analysis

Permitting tax-free transfers as under the proposal will make it
easier for State and local government employees to purchase per-
missive service credit, thereby allowing such employees to increase
their retirement benefits. Some question whether it is appropriate
to provide such special rules only for employers of certain types of
entities.

G. Extend Certain Expiring Tax Provisions
1. Extend minimum tax relief for individuals

Present Law

Present law provides for certain nonrefundable personal tax cred-
its (i.e., the dependent care credit, the credit for the elderly and
disabled, the adoption credit, the child tax credit, the credit for in-
terest on certain home mortgages, the HOPE Scholarship and Life-
time Learning credits, and the D.C. homebuyer’s credit108). Gen-
erally, these credits are reduced or eliminated for individuals with
adjusted gross incomes above specified amounts. Except for taxable
years beginning during 1998, these credits are allowed only to the
extent that the individual’s regular income tax liability exceeds the
individual's tentative minimum tax, determined without regard to
the AMT foreign tax credit (“the sec. 26(a) limitation”). For taxable
years beginning during 1998, these credits are allowed to the ex-
tent of the full amount of the individual’'s regular tax (without re-
gard to the tentative minimum tax).

An individual’s tentative minimum tax is an amount equal to (1)
26 percent of the first $175,000 ($87,500 in the case of a married

107 A similar proposal was included in H.R. 3788 (105th Cong.), introduced by Mr. Portman
and Mr. Cardin, and S. 2339 (105th Cong.), introduced by Senator Graham, Senator Grassley,
and others.

108 The President’s fiscal year 2000 budget proposal also includes personal tax credits for long-
term care and for disabled workers.
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individual filing a separate return) of alternative minimum taxable
income (*“AMTI") in excess of a phased-out exemption amount and
(2) 28 percent of the remaining AMTI. The maximum tax rates on
net capital gain used in computing the tentative minimum tax are
the same as under the regular tax. AMTI is the individual’s taxable
income adjusted to take account of specified preferences and adjust-
ments. The exemption amounts are: (1) $45,000 in the case of mar-
ried individuals filing a joint return and surviving spouses; (2)
$33,750 in the case of other unmarried individuals; and (3) $22,500
in the case of married individuals filing a separate return, estates
and trusts. The exemption amounts are phased out by an amount
equal to 25 percent of the amount by which the individual’'s AMTI
exceeds (1) $150,000 in the case of married individuals filing a joint
return and surviving spouses, (2) $112,500 in the case of other un-
married individuals, and (3) $75,000 in the case of married individ-
uals filing separate returns or an estate or a trust. These amounts
are not indexed for inflation.

For families with three or more qualifying children, a refundable
child credit is provided, up to the amount by which the liability for
social security taxes exceeds the amount of the earned income cred-
it (sec. 24(d)). For taxable years beginning after 1998, the refund-
able child credit is reduced by the amount of the individual's mini-
mum tax liability (i.e., the amount by which the tentative mini-
mum tax exceeds the regular tax liability).

Description of Proposal

The proposal would allow the nonrefundable personal credits to
offset the individual’'s regular tax liability in full for taxable years
beginning during 1999 and 2000 (as opposed to only the amount by
which the regular tax liability exceeds the tentative minimum tax).

The provision that reduces the refundable child credit by the
amount of an individual’'s AMT would not apply for taxable years
beginning during 1999 and 2000.

Effective Date

The proposal would be effective for taxable years beginning dur-
ing 1999 and 2000.

Prior Action

The Taxpayer Relief Act of 1997, as passed by both the House
and the Senate, provided for increases in the AMT exemption
amounts. The conference agreement on that Act retained the
present-law exemption amounts.

The Tax and Trade Relief Extension Act of 1998 allowed the per-
sonal credits to offset the full regular tax, and provided that the
refundable child credit would not be reduced by the amount of the
individual's AMT for taxable years beginning during 1998.

Analysis

The alternative minimum tax was enacted by Congress to ensure
that no taxpayer with substantial economic income can avoid sig-
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nificant tax liability by using exclusions, deductions, and credits.109
In 1998, the Congress determined that allowing middle-income
families to use the nonrefundable personal tax credits to offset the
regular tax in full would not undermine the policy of the minimum
tax, and would promote the important social policies underlying
each of the credits. The Congress thus allowed taxpayers to use the
credits to offset the regular tax in full for taxable years beginning
during 1998.

It is estimated that under present law the number of individuals
who will receive zero or less than the full nonrefundable personal
credits due to the AMT limitations will be 1 million in 1999 and
1.2 million in 2000.

Allowing the personal credits to offset the regular tax in full re-
sults in significant simplification. Substantially fewer taxpayers
need to complete the minimum tax form (Form 6251) and the work-
sheets accompanying the credits can be greatly simplified. For ex-
ample, the child credit worksheet proposed by the IRS under the
legislation in effect before the changes made by the 1998 Act would
have required any individual claiming the child credit who filed a
schedule C (business income), schedule D (capital gains), schedule
E (rents and royalties) or schedule F (farm income) to file a mini-
mum tax form (Form 6251). Form 6251 contains 28 lines for those
individuals without any net capital gain and an additional 22 lines
for individuals with a net capital gain. In addition, many individ-
uals with only wage, dividend and interest income would have been
required to compute their tentative minimum tax using a shorter
schedule. Also, the additional child credit form (Form 8812) would
have contained two additional lines to adjust for the minium tax.

The following examples compare present law with the Adminis-
tration proposal extending the minimum tax relief of the 1998 Act:

Example 1.—Assume in 1999 a married couple has an adjusted
gross income of $65,800, they do not itemize deductions, and they
have four dependent children. Also assume they are entitled to an
$1,000 child credit for two of the children, a $3,000 HOPE scholar-
ship credit with respect to the other two children, and a $960 de-
pendent care tax credit—for a total amount of tax credits of $4,960.
The couple’s net tax liability under present law and under the pro-
posal are computed as follows:

Present

law Proposal
Adjusted gross inCOME .........ccceoeeveeeerneaniennnn $65,800  $65,800
Less standard deduction ............cccoeeeeeiveennnnnn. 7,200 7,200
Less personal exemptions (6 @ $2,750) ........ 16,500 16,500
Taxable INCOME ......oceveeiiiiei e, 42,100 42,100
Regular tax (15% of $42,100) .........ccccevevernne 6,315 6,315
Tentative minimum tax (26% of $20,800) .... 5,408 5,408
Pre-limitation credits ($1,000+$3,000+$960) 4,960 4,960

109 See H. Rept. 99-426, pp. 305-306, and S. Rept. 99-313, p. 518.
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P']%S\,snt Proposal
Section 26(a) limit on nonrefundable cred-
its:
Regular taX ......ccccooeveeiviiiiiiiiee e 6,315 6,315
Less tentative minimum tax for sec.
26(2)(2) coirrreree e 5,408 0
Maximum nonrefundable credits allow-
ADIE e 907 6,315
Total credits allowed ..........ccoeeeviiiiiiiiiiniieieee, 907 4,960
NET TAX e 5,408 1,355
Net tax reduction .........oceviiiiiiiiii e e, 4,053

Example 2.—Assume the same facts as Example 1, except the
couple has five dependent children, three of whom qualify for the
child tax credit, and their adjusted gross income is $68,550. Thus,
the couple is eligible for tax credits totaling $5,460. Also assume
the couple paid $5,000 in social security taxes for purposes of deter-
mining the refundable child tax credit for three or more qualifying
children. The couple’s net tax liability under present law and under
the proposal are computed as follows:

Present

law Proposal
Adjusted gross inCOMe ..........cccceeeeeeveeeevenennee. $68,550  $68,550
Less standard deduction ............ccceeeveeiveennnnnn. 7,200 7,200
Less personal exemptions (7 @ $2,750) ........ 19,250 19,250
Taxable INCOME ......ocovveeiiiiei e, 42,100 42,100
Regular tax (15% of $42,100) ........ccccceeeennnnen. 6,315 6,315
Tentative minimum tax (26% of $23,550) .... 6,123 6,123
Pre-limitation credits ($1,500+$3,000+$960) 5,460 5,460
Section 26(a) limit on nonrefundable cred-
its:
Regular taX ......cccccoevccivviiiiiieiee s 6,315 6,315
Less tentative minimum tax for sec.
26(2)(2) oo 6,123 0
Maximum nonrefundable credits allow-
able 192 6,315
Total nonrefundable credits allowed ............ 192 5,460
Section 24(d) refundable child credit110 ....... 1,500 0
Total credits allowed ...........coooeveiivieeienieeieen, 1,692 5,460
NET TAX 1o 4,623 855

110 Section 24(d) provides for a refundable child credit for families with three or more eligible
children. The section 24(d) credit is the lesser of (1) the amount by which allowable credits
would increase if the social security taxes were added to the section 26(a) limit or (2) the
amount of the child tax credit, determined without regard to the section 26(a) limitation. Under
present law, the section 24(d) child credit would be $1,500 (the lesser of $1,500 or the amount
that the total credits would be increased if the section 26(a) limit is increased by the $5,000
social security taxes paid). Because the credits would be allowed in full under the proposal, the
couple’s section 24(d) child credit would be zero under the proposal.
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Present

law Proposal

Net tax reduction .........oeeviiiiiiiii e e 3,768

Under the proposal, in addition to the tax savings, the couple
would no longer be required to compute the tentative minimum tax
or the section 24(d) refundable child credit to determine their net
tax liability.

Example 3.—Assume the same facts as Example 2, except the
couple has six dependent children, four of whom are eligible for the
child credit, and their adjusted gross income is $71,300. Thus, the
couple is eligible for tax credits totaling $5,960. The couple’s net
tax liability under present law and under the proposal are com-
puted as follows:

Present

law Proposal
Adjusted gross inCOME .........cccecceveieerneaneennnn $71,300  $71,300
Less standard deduction ...........cccceeeeeeieeennnnnn. 7,200 7,200
Less personal exemptions (8 @ $2,750) ........ 22,000 22,000
Taxable INCOME ......oceveeiiiiei e, 42,100 42,100
Regular tax (15% of $42,100) ................. 6,315 6,315
Tentative minimum tax (26% of
$26,300) .ooeoiiiiiiee e 6,838 6,838
Minimum tax ($6,838 less $6,315) ......... 523 523
Pre-limitation credits ($2,000+$3,000+$960) 5,960 5,960
Section 26(a) limit on nonrefundable cred-
its:
Regular taX .......ccccoeveciviiiiiieiee e 6,315 6,315
Less tentative minimum tax for sec.
26(2)(2) coorerereee e 6,838 0
Maximum nonrefundable credits allow-
ADIE e 0 6,315
Total nonrefundable credits allowed ............ 0 5,960
Section 24(d) refundable child credit111 ....... 1,477 0
Total credits allowed ..........ccoooevviiiiiiiieeeeieen, 1,477 5,960
NS o 7= 5,361 878
Net tax reducCtion ........ccoceeeviiiiiiiiiriiees e 4,483

Under the proposal, in addition to the tax savings, the couple
would no longer be required to compute the tentative minimum tax
or the section 24(d) refundable child credit to determine their net
tax liability.

Example 4.—Assume in 1999 a married couple has an adjusted
gross income of $63,050, they do not itemize deductions, and they
have three dependent children who qualify for the child tax credit.
Also assume the couple is entitled to a dependent care credit of

111 Under present law, the $1,477 section 24(d) refundable child credit is $2,000 less the $523
minimum tax liability. Because the credits would be allowed in full under the proposal, the cou-
ple’s section 24(d) child credit would be zero under the proposal.
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$960. Thus, the couple is eligible for $2,460 of credits. Also, assume
the couple paid $4,000 in social security taxes for purposes of deter-
mining the refundable child credit for three or more qualifying chil-
dren. The couple’s net tax liability under present law and under
the proposal are computed as follows:

P']%S\,snt Proposal
Adjusted gross inCOMEe .........cccccvveeiveerneenneennn, $63,050  $63,050
Less standard deduction .........cccccccceeeviiinnnnnns 7,200 7,200
Less personal exemptions (5 @ $2,750) ........ 13,750 13,750
Taxable INCOME ..., 42,100 42,100
Regular tax (15% of $42,100) ............ccceeuens 6,315 6,315
Tentative minimum tax (26% of $18,050) .... 4,693 4,693
Pre-limitation credits ($1,500+$960) ............ 2,460 2,460
Section 26(a) limit on nonrefundable cred-
its:
Regular taX ......ccccoooiiiiiiiiiiiieeeee 6,315 6,315
Less tentative minimum tax for sec.
26(2)(2) oo 4,693 0
Maximum nonrefundable credits allow-
able ., 1,622 6,315
Total nonrefundable credits allowed ............ 1,622 2,460
Section 24(d) refundable child credit112 ....... 838 0
Total credits allowed ........ccccceooviiiiiiiiiiiennen. 2,460 2,460
NET TAX e 3,855 3,855
Net tax reduction .......cccccceeeieiiiiiiiiiie e, 0

Although there would be no net tax reduction under the proposal,
the couple would no longer be required to compute the tentative
minimum tax or the section 24(d) refundable child credit to deter-
mine their net tax liability.

2. Extend the work opportunity tax credit

Present Law

The work opportunity tax credit (“WOTC”) is available on an
elective basis for employers hiring individuals from one or more of
eight targeted groups. The credit generally is equal to a percentage
of qualified wages. The credit percentage is 25 percent for employ-
ment of at least 120 hours but less than 400 hours and 40 percent
for employment of 400 hours or more. Qualified wages consist of
wages attributable to service rendered by a member of a targeted
group during the one-year period beginning with the day the indi-
vidual begins work for the employer.

Generally, no more than $6,000 of wages during the first year of
employment is permitted to be taken into account with respect to

112Under present law, this is the amount (not in excess of the $1,500 child tax credit) by
which the nonrefundable credits would have been increased if the social security taxes were
added to the section 26(a) limitation ($2,460 total credits less $1,622 credits otherwise allow-
able).
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any individual. Thus, the maximum credit per individual is $2,400.
With respect to qualified summer youth employees, the maximum
credit is 40 percent of up to $3,000 of qualified first-year wages, for
a maximum credit of $1,200. The credit expires for wages paid to,
or incurred with respect to, qualified individuals who begin work
for the employer after June 30, 1999.

The employer’s deduction for wages is reduced by the amount of
the credit.

Description of Proposal

The proposal would extend the WOTC for one year (through June
30, 2000). The proposal would also clarify the coordination of the
WOTC and the welfare-to-work tax credit with respect to an indi-
vidual whose first year of employment does not coincide with the
employer’s taxable year.

Effective Date

Generally, the proposal would be effective for wages paid to, or
incurred with respect to, qualified individuals who begin work for
the employer after June 30, 1999, and before July 1, 2000. The
clarification of the coordination of WOTC and the welfare-to-work
tax credit would be effective for taxable years beginning on or after
the date of first committee action.

Prior Action

A 22-month extension of the WOTC was included in the Presi-
dent’s fiscal year 1999 budget proposal.

Analysis

Overview

The WOTC is intended to increase the employment and earnings
of targeted group members. The credit is made available to employ-
ers as an incentive to hire members of the targeted groups. To the
extent the value of the credit is passed on from employers to em-
ployees, the wages of target group employees will be higher than
they would be in the absence of the credit.113

The rationale for the WOTC is that employers will not hire cer-
tain individuals without a subsidy, because either the individuals
are stigmatized (e.g., convicted felons) or the current productivity
of the individuals is below the prevailing wage rate. Where particu-
lar groups of individuals suffer reduced evaluations of work poten-
tial due to membership in one of the targeted groups, the credit
may provide employers with a monetary offset for the lower per-
ceived work potential. In these cases, employers may be encouraged
to hire individuals from the targeted groups, and then make an
evaluation of the individual's work potential in the context of the
work environment, rather than from the job application. Where the
current productivity of individuals is currently below the prevailing

113 For individuals with productivity to employers lower than the minimum wage, the credit
may result in these individuals being hired and paid the minimum wage. For these cases, it
would be clear that the credit resulted in the worker receiving a higher wage than would have
been received in the absence of the credit (e.g., zero).
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wage rate, on-the-job-training may provide individuals with skills
that will enhance their productivity. In these situations, the WOTC
provides employers with a monetary incentive to bear the costs of
training members of targeted groups and providing them with job-
related skills which may increase the chances of these individuals
being hired in unsubsidized jobs. Both situations encourage em-
ployment of members of the targeted groups, and may act to in-
crease wages for those hired as a result of the credit.

As discussed below, the evidence is mixed on whether the ration-
ales for the credit are supported by economic data. The information
presented is intended to provide a structured way to determine if
employers and employees respond to the existence of the credit in
the desired manner.

Efficiency of the credit

The credit provides employers with a subsidy for hiring members
of targeted groups. For example, assume that a worker eligible for
the credit is paid an hourly wage of w and works 2,000 hours dur-
ing the year. The worker is eligible for the full credit (40 percent
of the first $6,000 of wages), and the firm will receive a $2,400
credit against its income taxes and reduce its deduction for wages
by $2,400. Assuming the firm faces the full 35-percent corporate in-
come tax rate, the cost of hiring the credit-eligible worker is lower
than the cost of hiring a credit-ineligible worker for 2,000 hours at
the same hourly wage w by 2,400 (1—.35) = $1,560.114 This $1,560
amount would be constant for all workers unless the wage (w)
changed in response to whether or not the individual was a mem-
ber of a targeted group. If the wage rate does not change in re-
sponse to credit eligibility, the WOTC subsidy is larger in percent-
age terms for lower wage workers. If w rises in response to the
credit, it is uncertain how much of the subsidy remains with the
employer, and therefore the size of the WOTC subsidy to employers
is uncertain.

To the extent the WOTC subsidy flows through to the workers
eligible for the credit in the form of higher wages, the incentive for
eligible individuals to enter the paid labor market may increase.
Since many members of the targeted groups receive governmental
assistance (e.g., Temporary Assistance for Needy Families or food
stamps), and these benefits are phased out as income increases,
these individuals potentially face a very high marginal tax rate on
additional earnings. Increased wages resulting from the WOTC
may be viewed as a partial offset to these high marginal tax rates.
In addition, it may be the case that even if the credit has little ef-
fect on observed wages, credit-eligible individuals may have in-
creased earnings due to increased employment.

The structure of the WOTC (the 40-percent credit rate for the
first $6,000 of qualified wages) appears to lend itself to the poten-
tial of employers churning employees who are eligible for the cred-
it. This could be accomplished by firing employees after they earn
$6,000 in wages and replacing them with other WOTC-eligible em-
ployees. If training costs are high relative to the size of the credit,

114 The after-tax cost of hiring this credit eligible worker would be ((2,000)(w)—2,400)(1 —.35)
dollars. This example does not include the costs to the employer for payroll taxes (e.g., Social
security, Medicare and unemployment taxes) and any applicable fringe benefits.



112

it may not be in the interest of an employer to churn such employ-
ees in order to maximize the amount of credit claimed. Empirical
research in this area has not found an explicit connection between
employee turnover and utilization of WOTC's predecessor, the Tar-
geted Jobs Tax Credit (“TJTC").115

Job creation

The number of jobs created by the WOTC is certainly less than
the number of certifications. To the extent employers substitute
WOTC-eligible individuals for other potential workers, there is no
net increase in jobs created. This could be viewed as merely a shift
in employment opportunities from one group to another. However,
this substitution of credit-eligible workers for others may not be so-
cially undesirable. For example, it might be considered an accept-
able trade-off for a targeted group member to displace a secondary
earner from a well-to-do family (e.g., a spouse or student working
part-time).

In addition, windfall gains to employers or employees may accrue
when the WOTC is received for workers that the firm would have
hired even in the absence of the credit. When windfall gains are
received, no additional employment has been generated by the
credit. Empirical research on the employment gains from the TJTC
has indicated that only a small portion of the TJTC-eligible popu-
lation found employment because of the program. One study indi-
cates that net new job creation was between 5 and 30 percent of
the total certifications. This finding is consistent with some addi-
tional employment as a result of the TJTC program, but with con-
siderable uncertainty as to the exact magnitude.116

A necessary condition for the credit to be an effective employ-
ment incentive is that firms incorporate WOTC eligibility into their
hiring decisions. This could be done by determining credit eligi-
bility for each potential employee or by making a concerted effort
to hire individuals from segments of the population likely to in-
clude members of targeted groups. Studies examining this issue
through the TJTC found that some employers made such efforts,
while other employers did little to determine eligibility for the
TJTC prior to the decision to hire an individual.?17 In these latter
cases, the TJTC provided a cash benefit to the firm, without affect-
ing the decision to hire a particular worker.

3. Extend the welfare-to-work tax credit

Present Law

The Code provides to employers a tax credit on the first $20,000
of eligible wages paid to qualified long-term family assistance
(AFDC or its successor program) recipients during the first two
years of employment. The credit is 35 percent of the first $10,000
of eligible wages in the first year of employment and 50 percent of

115 See, for example, Macro Systems, Inc., Final Report of the Effect of the Targeted Jobs Tax
Credit Program on Employers, U.S. Department of Labor, 1986.

116 Macro Systems, Inc., Impact Study of the Implementation and Use of the Targeted Jobs Tax
Credit: Overview and Summary, U.S. Department of Labor, 1986.

117 For example, see U.S. General Accounting Office, Targeted Jobs Tax Credit: Employer Ac-
tions to Recruit, Hire, and Retain Eligible Workers Vary (GAO-HRD 91-33), February 1991.
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the first $10,000 of eligible wages in the second year of employ-
ment. The maximum credit is $8,500 per qualified employee.

Qualified long-term family assistance recipients are: (1) members
of a family that has received family assistance for at least 18 con-
secutive months ending on the hiring date; (2) members of a family
that has received family assistance for a total of at least 18 months
(whether or not consecutive) after the date of enactment of this
credit if they are hired within 2 years after the date that the 18-
month total is reached; and (3) members of a family who are no
longer eligible for family assistance because of either Federal or
State time limits, if they are hired within two years after the Fed-
eral or State time limits made the family ineligible for family as-
sistance.

Eligible wages include cash wages paid to an employee plus
amounts paid by the employer for the following: (1) educational as-
sistance excludable under a section 127 program (or that would be
excludable but for the expiration of sec. 127); (2) health plan cov-
erage for the employee, but not more than the applicable premium
defined under the health care continuation rules (section
4980B(f)(4)); and (3) dependent care assistance excludable under
section 129.

The welfare-to-work tax credit is effective for wages paid or in-
curred to a qualified individual who begins work for an employer
on or after January 1, 1998 and before June 30, 1999.

Description of Proposal

The welfare-to-work tax credit would be extended for one year,
so that the credit would be available for eligible individuals who
begin work before July 1, 2000.

Effective Date

The proposal would be effective for wages paid to, or incurred
with respect to, qualified individuals who begin work for an em-
ployer after June 30, 1999 and before July 1, 2000.

Prior Action

A one-year extension of the welfare-to-work tax credit was in-
cluded in the President’s fiscal year 1999 budget proposal.

Analysis

Proponents argue that an extension of the welfare-to-work tax
credit will encourage employers to hire, train, and provide certain
benefits and more permanent employment, to longer-term welfare
recipients. Opponents argue that tax credits to employers for hiring
certain classes of individuals do not increase overall employment
and may disadvantage other deserving job applicants. There are
also concerns about the efficiency of tax credits as an incentive to
potential employees to enter the job market as well as an incentive
for employers to retain such employees after they no longer qualify
for the tax credit (e.g., replacing an employee whose wages no
longer qualify for the tax credit with another employee whose
wages do qualify). (For a more detailed discussion of these issues,
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refer to the analysis section of the extension of the work oppor-
tunity tax credit in Part 1.G.2., above, of this pamphlet.)

4. Extend the research tax credit

Present Law

General rule

Section 41 provides for a research tax credit equal to 20 percent
of the amount by which a taxpayer’'s qualified research expendi-
tures for a taxable year exceeded its base amount for that year.
The research tax credit is scheduled to expire and generally will
not apply to amounts paid or incurred after June 30,118 1999.

A 20-percent research tax credit also applied to the excess of (1)
100 percent of corporate cash expenditures (including grants or
contributions) paid for basic research conducted by universities
(and certain nonprofit scientific research organizations) over (2) the
sum of (a) the greater of two minimum basic research floors plus
(b) an amount reflecting any decrease in nonresearch giving to uni-
versities by the corporation as compared to such giving during a
fixed-base period, as adjusted for inflation. This separate credit
computation is commonly referred to as the “university basic re-
search credit” (see sec. 41(e)).

Computation of allowable credit

Except for certain university basic research payments made by
corporations, the research tax credit applies only to the extent that
the taxpayer’s qualified research expenditures for the current tax-
able year exceed its base amount. The base amount for the current
year generally is computed by multiplying the taxpayer's “fixed-
base percentage” by the average amount of the taxpayer’s gross re-
ceipts for the four preceding years. If a taxpayer both incurred
qualified research expenditures and had gross receipts during each
of at least three years from 1984 through 1988, then its “fixed-base
percentage” is the ratio that its total qualified research expendi-
tures for the 1984-1988 period bears to its total gross receipts for
that period (subject to a maximum ratio of .16). All other taxpayers
(so-called “start-up firms”) are assigned a fixed-base percentage of
3 percent.119

In computing the credit, a taxpayer’'s base amount may not be
less than 50 percent of its current-year qualified research expendi-
tures.

118 A special termination rule applies under section 41(h)(1) for taxpayers that elected to be
subject to the alternative incremental research credit regime for their first taxable year begin-
ning after June 30, 1996, and before July 1, 1997.

119The Small Business Job Protection Act of 1996 expanded the definition of “start-up firms”
under section 41(c)(3)(B)(I) to include any firm if the first taxable year in which such firm had
both gross receipts and qualified research expenses began after 1983.

A special rule (enacted in 1993) is designed to gradually recompute a start-up firm’s fixed-
base percentage based on its actual research experience. Under this special rule, a start-up firm
will be assigned a fixed-base percentage of 3 percent for each of its first five taxable years after
1993 in which it incurs qualified research expenditures. In the event that the research credit
is extended beyond the scheduled expiration date, a start-up firm’'s fixed-base percentage for its
sixth through tenth taxable years after 1993 in which it incurs qualified research expenditures
will be a phased-in ratio based on its actual research experience. For all subsequent taxable
years, the taxpayer'’s fixed-base percentage will be its actual ratio of qualified research expendi-
tures to gross receipts for any five years selected by the taxpayer from its fifth through tenth
taxable years after 1993 (sec. 41(c)(3)(B)).
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To prevent artificial increases in research expenditures by shift-
ing expenditures among commonly controlled or otherwise related
entities, a special aggregation rule provides that all members of the
same controlled group of corporations are treated as a single tax-
payer (sec. 41(f)(1)). Special rules apply for computing the credit
when a major portion of a business changes hands, under which
qualified research expenditures and gross receipts for periods prior
to the change of ownership of a trade or business are treated as
transferred with the trade or business that gave rise to those ex-
penditures and receipts for purposes of recomputing a taxpayer’s
fixed-base percentage (sec. 41(f)(3)).

Alternative incremental research credit regime

Taxpayers are allowed to elect an alternative incremental re-
search credit regime. If a taxpayer elects to be subject to this alter-
native regime, the taxpayer is assigned a three-tiered fixed-base
percentage (that is lower than the fixed-base percentage otherwise
applicable under present law) and the credit rate likewise is re-
duced. Under the alternative credit regime, a credit rate of 1.65
percent applies to the extent that a taxpayer's current-year re-
search expenses exceed a base amount computed by using a fixed-
base percentage of 1 percent (i.e., the base amount equals 1 percent
of the taxpayer’s average gross receipts for the four preceding
years) but do not exceed a base amount computed by using a fixed-
base percentage of 1.5 percent. A credit rate of 2.2 percent applies
to the extent that a taxpayer’s current-year research expenses ex-
ceed a base amount computed by using a fixed-base percentage of
1.5 percent but do not exceed a base amount computed by using a
fixed-base percentage of 2 percent. A credit rate of 2.75 percent ap-
plies to the extent that a taxpayer’s current-year research expenses
exceed a base amount computed by using a fixed-base percentage
of 2 percent. An election to be subject to this alternative incremen-
tal credit regime may be made for any taxable year beginning after
June 30, 1996, and such an election applies to that taxable year
and all subsequent years unless revoked with the consent of the
Secretary of the Treasury.

Eligible expenditures

Qualified research expenditures eligible for the research tax cred-
it consist of: (1) “in-house” expenses of the taxpayer for wages and
supplies attributable to qualified research; (2) certain time-sharing
costs for computer use in qualified research; and (3) 65 percent of
amounts paid by the taxpayer for qualified research conducted on
the taxpayer’s behalf (so-called “contract research expenses™).120

To be eligible for the credit, the research must not only satisfy
the requirements of present-law section 174 (described below) but
must be undertaken for the purpose of discovering information that

120 Under a special rule enacted as part of the Small Business Job Protection Act of 1996, 75
percent of amounts paid to a research consortium for qualified research is treated as qualified
research expenses eligible for the research credit (rather than 65 percent under the general rule
under section 41(b)(3) governing contract research expenses) if (1) such research consortium is
a tax-exempt organization that is described in section 501(c)(3) (other than a private foundation)
or section 501(c)(6) and is organized and operated primarily to conduct scientific research, and
(2) such qualified research is conducted by the consortium on behalf of the taxpayer and one
or more persons not related to the taxpayer.
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is technological in nature, the application of which is intended to
be useful in the development of a new or improved business compo-
nent of the taxpayer, and must pertain to functional aspects, per-
formance, reliability, or quality of a business component. Research
does not qualify for the credit if substantially all of the activities
relate to style, taste, cosmetic, or seasonal design factors (sec.
41(d)(3)). In addition, research does not qualify for the credit if con-
ducted after the beginning of commercial production of the business
component, if related to the adaptation of an existing business com-
ponent to a particular customer’s requirements, if related to the
duplication of an existing business component from a physical ex-
amination of the component itself or certain other information, or
if related to certain efficiency surveys, market research or develop-
ment, or routine quality control (sec. 41(d)(4)).

Expenditures attributable to research that is conducted outside
the United States do not enter into the credit computation. In par-
ticular, expenditures undertaken in the Commonwealth of Puerto
Rico are not eligible for the research credit. In addition, the credit
is not available for research in the social sciences, arts, or human-
ities, nor is it available for research to the extent funded by any
grant, contract, or otherwise by another person (or governmental
entity).

Relation to deduction

Under section 174, taxpayers may elect to deduct currently the
amount of certain research or experimental expenditures incurred
in connection with a trade or business, notwithstanding the general
rule that business expenses to develop or create an asset that has
a useful life extending beyond the current year must be capitalized.
However, deductions allowed to a taxpayer under section 174 (or
any other section) are reduced by an amount equal to 100 percent
of the taxpayer’'s research tax credit determined for the taxable
year. Taxpayers may alternatively elect to claim a reduced research
tax credit amount under section 41 in lieu of reducing deductions
otherwise allowed (sec. 280C(c)(3)).

Description of Proposal

The research tax credit would be extended for twelve months—
i.e., for the period July 1, 1999, through June 30, 2000.

The proposal also would make expenditures on qualified research
activities undertaken in the Commonwealth of Puerto Rico eligible
for the research tax credit.

Effective Date

The proposal would be effective for qualified research expendi-
tures paid or incurred during the period July 1, 1999, through June
30, 2000. With respect to qualifying activities undertaken in Puerto
Rico the provision would be effective for taxable years beginning on
or after the date of enactment.

Prior Action

The research tax credit initially was enacted in the Economic Re-
covery Tax Act of 1981 as a credit equal to 25 percent of the excess
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of qualified research expenses incurred in the current taxable year
over the average of qualified research expenses incurred in the
prior three taxable years. The research tax credit was modified in
the Tax Reform Act of 1986, which (1) extended the credit through
December 31, 1988, (2) reduced the credit rate to 20 percent, (3)
tightened the definition of qualified research expenses eligible for
the credit, and (4) enacted the separate, university basic research
credit.

The Technical and Miscellaneous Revenue Act of 1988 (“1988
Act”) extended the research tax credit for one additional year,
through December 31, 1989. The 1988 Act also reduced the deduc-
tion allowed under section 174 (or any other section) for qualified
research expenses by an amount equal to 50 percent of the re-
search tax credit determined for the year.

The Omnibus Budget Reconciliation Act of 1989 (“1989 Act”) ef-
fectively extended the research credit for nine months (by prorating
qualified expenses incurred before January 1, 1991). The 1989 Act
also modified the method for calculating a taxpayer's base amount
(i.e., by substituting the present-law method which uses a fixed-
base percentage for the prior-law moving base which was cal-
culated by reference to the taxpayer's average research expenses
incurred in the preceding three taxable years). The 1989 Act fur-
ther reduced the deduction allowed under section 174 (or any other
section) for qualified research expenses by an amount equal to 100
percent of the research tax credit determined for the year.

The Omnibus Budget Reconciliation Act of 1990 extended the re-
search tax credit through December 31, 1991 (and repealed the spe-
cial rule to prorate qualified expenses incurred before January 1,
1991).

The Tax Extension Act of 1991 extended the research tax credit
for six months (i.e., for qualified expenses incurred through June
30, 1992).

The Omnibus Budget Reconciliation Act of 1993 (“1993 Act”) ex-
tended the research tax credit for three years—i.e., retroactively
from July 1, 1992 through June 30, 1995. The 1993 Act also pro-
vided a special rule for start-up firms, so that the fixed-base ratio
of such firms eventually will be computed by reference to their ac-
tual research experience (see footnote 60 supra).

Although the research tax credit expired during the period July
1, 1995, through June 30, 1996, the Small Business Job Protection
Act of 1996 (“1996 Act”) extended the credit for the period July 1,
1996, through May 31, 1997 (with a special 11-month extension for
taxpayers that elect to be subject to the alternative incremental re-
search credit regime). In addition, the 1996 Act expanded the defi-
nition of “start-up firms” under section 41(c)(3)(B)(l), enacted a spe-
cial rule for certain research consortia payments under section
41(b)(3)(C), and provided that taxpayers may elect an alternative
research credit regime (under which the taxpayer is assigned a
three-tiered fixed-base percentage that is lower than the fixed-base
percentage otherwise applicable and the credit rate likewise is re-
duced) for the taxpayer’s first taxable year beginning after June 30,
1996, and before July 1, 1997.

The Taxpayer Relief Act of 1997 (“1997 Act”) extended the re-
search credit for 13 months—i.e., generally for the period June 1,
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1997, through June 30, 1998. The 1997 Act also provided that tax-
payers are permitted to elect the alternative incremental research
credit regime for any taxable year beginning after June 30, 1996
(and such election will apply to that taxable year and all subse-
quent taxable years unless revoked with the consent of the Sec-
retary of the Treasury). The Tax and Trade Relief Extension Act
of 1998 extended the research credit for 12 months, i.e., through
June 30, 1999.

Analysis
Overview

Technological development is an important component of eco-
nomic growth. However, while an individual business may find it
profitable to undertake some research, it may not find it profitable
to invest in research as much as it otherwise might because it is
difficult to capture the full benefits from the research and prevent
such benefits from being used by competitors. In general, busi-
nesses acting in their own self-interest will not necessarily invest
in research to the extent that would be consistent with the best in-
terests of the overall economy. This is because costly scientific and
technological advances made by one firm are cheaply copied by its
competitors. Research is one of the areas where there is a consen-
sus among economists that government intervention in the market-
place can improve overall economic efficiency.121 However, this
does not mean that increased tax benefits or more government
spending for research always will improve economic efficiency. It is
possible to decrease economic efficiency by spending too much on
research. It is difficult to determine whether, at the present levels
of government subsidies for research, further government spending
on research or additional tax benefits for research would increase
or decrease overall economic efficiency. There is evidence that the
current level of research undertaken in the United States, and
worldwide, is too little to maximize society’s well-being.122

If it is believed that too little research is being undertaken, a tax
subsidy is one method of offsetting the private-market bias against
research, so that research projects undertaken approach the opti-
mal level. Among the other policies employed by the Federal Gov-
ernment to increase the aggregate level of research activities are
direct spending and grants, favorable anti-trust rules, and patent
protection. The effect of tax policy on research activity is largel